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Chapter 1 

ADVANCED ACCOUNTING PROBLEMS 


Interpretative Aspects of Accounting. The student who has 
faithfully pursued the study of the volume on Elementary Account- 
ing has acquired an understanding of the fundamental principles of 
accounting. These fundamental principles cover such matters as the 
principles of debit and credit, the analysis of business transactions 
with a view to their journalization, the construction and use of 
journals and ledgers, methods of posting, the work sheet, the con- 
struction of financial statements (primarily the balance sheet and 
statement of profit and loss), the use of subordinate ledgers and 
special journals, accounting treatment of notes and acceptances, 
and, to a considerable extent, the application of accounting princi- 
ples to the processes of interpretation with a view to the formulation 
of business policies and procedures. The primary purpose of the 
volume on Elementary Accounting is the teaching of accounting 
principles. A subordinate aspect of this process of giving instruction 
in principles has been to indicate the application of accounting 
principles to interpretation; the Elementary Accounting course 
is not primarily interpretative. The purpose of Ihis book, however, is 
to study the interpretative processes of accounting, using as a back- 
ground the principles explained and illustrated in the book on 
Elementary Accounting. The relationship between the two courses 
may therefore be summarized by stating that the Elementary 
Accounting course is primarily factucil, consisting largely of a state- 
ment of principles, whereas the Advanced Accounting course is 
primarily interpretative, consisting largely of an application of 
accounting principles to such situations as are likely to arise 
in practice. 

To what extent the student should review the subject matter of 
the elementary course at this point depends on circumstances. If 
considerable time has elapsed since the completion of the elemen- 

1 



2 Modern Practical Accounting — Advanced 

tary course or if, for any reason, there are certain principles therein 
explained but not as yet well understood, a careful review is 
recommended. The principles outlined and explained in Elemen- 
tary Accounting serve as a foundation upon which the superstruc- 
ture must be erected. Obviously this superstructure will not be 
satisfactory if the foundation has not been well built. 

The Accounting Period. It is desirable at this point to refer to 
the accounting period because in connection with the accounting 
period there arise many of the problems in which the basic prin- 
ciples of accounting are involved. The accounting period is the 
month, the year, or other division of the calendar which it is desir- 
able to use as a basis for recording and interpreting transactions. 
Accounting is not an exact science. The final result secured by an 
enterprise is known only after its affairs have been wound up 
through the liquidation of its assets and the payment of its liabilities. 
The accounting period is adopted with a view to the determination 
with approximate accuracy of the results of operations for that 
period. Whereas the results thus secured are only approximately 
correct, they are sufficiently accurate to serve as a basis for the 
guidance of the enterprise. Information, to be of greatest value, 
must be up-to-date. The sooner dependable information relative to 
the results of a month’s transactions is obtainable, the sooner the 
changes which such information indicates to be desirable can be 
effected. 

It is evident that in order to record and interpret the transac- 
tions and influences of an accounting period of either one month or 
one year, many accounting principles must be put into effect. 

The Interpretative Process. Facts are useful chiefly as aids in 
interpretation. When the facts are sufficiently detailed and accu- 
rate, the resulting conclusions are satisfactory and dependable. 
When the facts are insufficient, the resulting conclusions are unsatis- 
factory and undependable. This is notably true where records are 
kept by single entry, which concerns itself primarily with personal 
accounts. In general, single-entry accounting is so unsatisfactory 
that it is not worthy of consideration as a basis for scientific ac- 
counting procedure. No modern enterprise would depend on single- 
entry methods because of the inadequacy of the statements which 
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could be prepared from its records. Perhaps the factor of primary- 
importance in double-entry accounting is its ability to provide all 
of the information essential to interpretation. Under double-entry 
methods, accounts are kept in such a manner as to show clearly the 
essential information relative to assets, liabilities, and net worth 
and also information relative to all sources of revenue and all types 
of expense. The comprehensiveness of double-entry .systems guar- 
antees, within certain limits, the accuracy and dependability of the 
data expressed in the records. 

The interpretative process is more than merely one aspect of the 
analysis and recording of transactions. The analysis of the indi- 
vidual transaction is interpretative, but interpretation in the 
broader sense refers to the consideration of large groups of trans- 
actions already analyzed and recorded. Details reflected in the hun- 
dreds of daily transactions must be classified and interpreted at 
certain intervals, not as details, but as classifications of details. 
Essentially, therefore, the interpretative process is invoked at the 
end of the accounting period after all of the detailed transactions of 
such a period have been recorded and summarized. 

Business consists of more than the mere procedure whereby one 
transaction follows another. Many of the influences which tend to 
increase or decrease net worth are continuing in character. Thus, if 
a fire insurance premium is paid up for three years in advance at a 
cost of 5f300.00, it is evident that the insurance cost per year is 
$100.00, and per month, $8.33. If the accounting period is the year, 
steps must be taken to indicate that the insurance expense is 1100.00 
for the year. If the accounting period is one month, steps must be 
taken to show that the insurance expense for that month is |8.33. 
Similarly, attention must be given to interest expense, intei’cst 
income, rent expense, and rent income, where payments thereof arc 
made in such manner that to include the entire sum as rent income 
or rent expense in a given period would distort the facts. To secure 
the facts relative to interest expense and interest income, or rent 
expense and rent income, or relative to other similar items of ex- 
pense and income, it may be necessary to make certain adjustments 
at the end of the accounting period. 

Adjusting Entries. The adjustments referred to above are 
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accomplished by formulating adjusting journal entries as of the last 
day of the accounting period. The purpose of these adjusting entries 
is to bring upon the books the essential facts relative to what are 
known as accruals and deferred charges. These will be illustrated in 
connection with; (1) interest, (2) insurance, (3) depreciation, (4) 
bad debts. 

1 . Interest. Interest represents either expense or income, depend- 
ing on whether it is incurred on money borrowed or whether it is 
interest earned on money which is loaned out. Whether interest is 
earned or incurred, it accrues from day to day at the specified rate. 
Thus if Jones borrows 1 1,000. 00 for one year at 6 per cent, the 
interest accrues daily, although its maturity may not occur until 
the end of the first six months or possibly until the end of the year, 
depending on the terms of the contract. The interest on $1,000.00 
at 6 per cent for one year is $60.00. For one day it is $60.00 -j- 360 
or approximately 17 cents. It may be noted that the 360-day 
method is used above. This is the method commonly employed 
in business. 

Jones cannot be put to the trouble of paying the interest daily, so 
it is customary to provide that interest payments be made at 
specified intervals of time or, where the term of loan is relatively 
short, at the date of maturity of the loan. Assume that Jones borrows 
the $1,000.00 on September 1, and that it is stated the maturity 
date is August 31 of the following year. Assume also that Jones 
keeps his books on the accrual basis of accounting and that he closes 
them on December 31. It is evident that on December 31 there has 
accrued interest for four months in the amount of $20.00 and that 
before Jones can bring the closing entries upon his books it is neces- 
sary for him to make an adjusting entry for this item of interest and 
possibly for other similar items. This entry is as follows: 

Dec, 37 

Interest Expense 

Interest Accrued 

Interest accrued on 7,000.00 loan from R. T. Smith dated Sept 
7, 79— 

This entry accomplishes a twofold object because it shows the inter- 
est expense applicable to the current year and it also shows the 
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liability which has been incurred, but which is not yet due, in con- 
nection with the interest. When this entry is posted to the ledger, 
the accounts appear as follows: 

Interest Expense Interest Accrued 

Dec. 31... 20.00 Dec. 31 . . . . 20.00 


The Interest Expense account is a nominal account. The Interest 
Accrued account is a liability account. Like all expense accounts, 
the Interest Expense account is closed through Profit and Loss ac- 
count by means of a closing entry. The Interest Accrued account, 
however, being a real account, is not closed through the Profit and 
Loss account, but remains open and is shown on the trial balance of 
the ledger taken after closing the books. The amount of the Interest 
Accrued is therefore shown in the balance sheet as a currentliability. 

It is possible to permit this Interest Accrued account to remain 
open on the ledger until the date is reached when the accrued inter- 
est falls due and must be paid. Assuming that Jones contracted to 
pay the interest semiannually February 28 and August 31, the entry 
on Jones’s books on February 28 for the payment of six months’ 
interest is as follows: 

Dei. 28 

InUresi Accrued 20,00 

Inieresl Expense 70,00 

Cash 30.00 

For semiannual interest payment on loan oj 7JOOO.OO, 

Under the plan illustrated, the Interest Accrued account re- 
mains open on the books until the actual payment of the interest is 
made. Next will be illustrated another method which accomplishes 
the same result and which is preferred by most accountants. As of 
January 1, what is known as a post-closing entry is made. This con- 
sists simply of reversing the debit and credit items of the entry 
shown which brought upon the books the Interest Expense and 
Interest Accrued accounts as at December 31. Tliis post-closing 
entry is as follows; 

Jan. 1 

Interest Accrued 20,(Xi 

Interest Expense 

To reverse adjusting entry of Dec. 37, 
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When this method is followed, the ledger accounts appear as 
follows: 

Interest Expense Interest Accrued 


Dec. 31 ... 

. . 20.00 

Dec. 31 


Dec. 31 .. . 

. . 20.00 Dec. 31 . 

. 20.00 



to Profit 
and Loss . 

20.00 






Jan. 1 ... 

20.00 





When the interest payment is made on February 28, the entry on 
Jones’s books is as follows: 

Feb. 2S 

Intere'st Expense 30.00 

Cash 30.00 

For semiannual payment on loan oj 1,000.00. 

2. Insurance. When insurance is purchased, it is usually paid for 
in advance for a period of from one to five years. Its treatment de- 
pends on whether it is charged to a Prepaid Insurance account or to 
an Insurance Expense account. Assuming that the amount paid for 
the insurance is charged to a Prepaid Insurance account, it is nec- 
essary at the end of the accounting period to make an adjustment 
for the amount of the insurance which has expired. To illustrate, 
assume that on July 1, $300.00 is paid for fire insurance for a period 
of three years. If the books are closed on December 31, it is neces- 
sary to adjust for one-sixth of the insurance which has expired. This 
amounts to $50.00, and the adjusting entry is as follows: 

Dec. 31 

Insurance Expense , 50,00 

Prepaid Insw ance qq 

To carry expired insurance to the Insurance Expense account. 

This leaves a balance of $250.00 in the Prepaid Insurance account. 
This sum is shown in the balance sheet as an asset. 

If the amount paid for the insurance, namely $300.00, is 
charged to an Insurance Expense account, the procedure is some- 
what different. The adjusting entry required transfers the prepaid 
insurance from the Insurance Expense account to a Prepaid Insur- 
ance account, as follows: 

Dec. 31 

Prepaid Insurance 250 00 

Insurance Expense 250 00 

To adjust Jor the amount of prepaid insurance. 
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After the books are closed, the adjusting entry shown must be 
reversed in order to bring the amount of the prepaid insurance back 
into the Insurance Expense account. This post-closing entry is 
as follows: 

Jan, 1 

Insurance Expense 

Prepaid Insurance 

To reverse the adjusting entry covering prepaid insurance 

After this entry has been posted, the ledger accounts appear as 


follows; 




Insurance Expense 


Prepaid Insurance 

July r 300.00 

Dec. 31 . . 

2.50.00 

Dec. 31 . 250.00 Jan. 1. 

Piofil and 




Loss . , . 

50.00 


300.00 


300.00 


-fan. 1 250.00\ 





It is apparent that the procedure is simpler when the original 
amount paid for insurance is charged to the Prepaid In.surance 
account than when it is charged to an Insurance Expense account. 
Under the former procedure it is necessary merely to transfer the 
amount of the expired insurance from the Prepaid Insurance ac- 
count to an Insurance Expense account, thus leaving the amount of 
the unexpired insurance in the Prepaid Insurance account. No 
post-closing entry is required. Under the latter procedure it is nec- 
essary to transfer the unexpired insurance to the Prepaid Insurance 
account and then after the balance in the Insurance Expense ac- 
count has been closed into the Profit and Loss account, to make a 
post-closing entry transferring the amount of the Prepaid Insurance 
from the Prepaid Insurance account to the Insurance Expense 
account. 

3. Depreciation. The subject of depreciation is mentioned here 
only because of the adjustment which must be made for it at the end 
of the period. The amount of accrued depreciation is computed 
upon known or estimated data. The essential facts necessary in 
computing depreciation are; original cost, estimated life, and esti- 
mated salvage value. Thus, if a building costing $100,000.00 has an 
estimated life of 45 years and an estimated residual value of 
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$10,000.00, the annual depreciation will be $2,000.00. The adjust-' 
ing entry at the end of each year is as follows : 

Depredation Expense 2,000.00 

Reserve for Depreciation 2,000.00 

To provide for depreciation on building for one year. 

The Depreciation Expense account is closed into the Profit and 
Loss account, but the Reserve for Depreciation account is a valua- 
tion account and as a rule is deducted from the asset account to 
which it relates on the balance sheet. 

When a fixed asset, for which a Depreciation Reserve account 
has been provided, is removed from the books, the Reserve is 
charged with the accumulated depreciation. Assume, in the case of 
the building mentioned above, that at the end of its life it is sold for 
$10,000. The entry to record this transaction is as follows: 


CasA 10,000.00 

Reserve for Depreciation 90,000.00 

Building 100,000.00 

To record sale of building and to charge Reserve for accumulated 
depreciation. 


Should the building’s life amount to more than the original 
estimate, a credit would be made to Surplus and a charge to the 
Reserve for Depreciation for the amount of the overcharge made to 
date to Depreciation Expense. Conversely, a shorter life for the 
building would require a charge to Surplus and a credit to the 
Reserve for the necessary additional depreciation. 

4. Bad Debts. The procedure required to make provision for 
estimated uncollectible accounts receivable is essentially the same 
as that required for depreciation. Having estimated the amount of 
uncollectible items in Accounts Receivable as at the balance sheet 
date at say $500.00, the adjusting entry is as follows: 

Bad Debts Expense 500.00 

Reserve for Bad Debts 500.00 

To provide for uncollectible accounts receivable. 

The Bad Debts Expense account is closed into the Profit and Loss 
account. The Reserve for Bad Debts account is a valuation account 
and is deducted from the Accounts Receivable account in the 
balance sheet. 
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When an account is ascertained to be worthless and is to be 
removed from Accounts Receivable, a journal entry is made charg- 
ing Reserve for Bad Debts and crediting Accounts Receivable for 
the amount of the account. 

Closing and Post-Closing Entries. The theory and procedure 
which govern closing and post-closing entries were explained in 
Elementary Accounting. Their use will be given a brief review at 
this point. After the books have been properly adjusted, all accounts 
in the trial balance are either nominal or real. There remain no 
mixed accounts. The purpose of the closing entries is to transfer all 
accounts having nominal balances to the Profit and Loss account. 
Nominal accounts having debit balances, which therefore represent 
expenses, are closed to the debit side of the Profit and Loss account. 
Nominal accounts having credit balances represent income and arc 
closed to the credit side of the Profit and Loss account. Finally, the 
balance of the Profit and Loss account is transferred to the proper 
net worth account. The proper net worth account in the case of sole 
proprietorships is the Proprietor’s Capital account. In the case of 
partnerships, the net profit or loss is carried to the partners’ 
Drawing accounts in the profit and loss sharing ratio. In the case of 
corporations the net profit or loss is carried to the Surplus account. 

Post-closing entries are entirely avoided by some accountants, 
but as a rule the post-closing entry may be used to advantage in 
connection with certain adjusting entries. This was illustrated in the 
discussion of interest. 

The Working Papers. Sufficient instruction regarding the use 
of the working papers in the process of closing the books was given in 
Elementary Accounting to furnish the student with a satisfactory 
groundwork for the application of its use in more advanced prob- 
lems. Essentially the working papers method of closing the books 
consists in starting with the preliminary trial balance of the ledger, 
entering in the adjustment columns all adjustments and then, with 
or without showing an adjusted trial balance, carrying all nominal 
items to the Profit and Loss columns and all real items to the Bal- 
ance Sheet columns. The advantage of this method of closing the 
books lies in the fact that the procedure is completed and checked 
before the adjusting and closing entries are entered in the journal. 
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The working papers have a variety of applications. They are 
especially adapted to the solution of problems in which are given a 
trial balance of the ledger as at the closing date of the accounting 
period and which the student is required to use as a basis for setting 
up the adjusting and closing entries and preparing a profit and loss 
statement and a balance sheet. The working papers are subject to 
more specialized applications as, for example, in the process of pre- 
paring consolidated balance sheets and in preparing statements 
of funds derived and applied. These and other applications of the 
working papers will be illustrated later in this text. 

Modern Types of Business Organization. In the development 
of industry and commerce, it is natural that there should occur 
much experimentation relative to the type of organization best 
suited to carry out given kinds of enterprise. Much that has been 
found useful in the United States in this respect has been derived 
from England. This is natural, since our system of law is based 
largely on the English common law. Of course, as regards both law 
and business procedure, it has been necessary to make changes with 
special reference to conditions in this country. Nevertheless, Eng- 
lish industrial history supplies much of the background for the study 
of the origin and development of the three different types of present- 
day business organization, which are: (1) sole proprietorship, (2) 
partnership, (3) corporation. 

7. The Sole Proprietorship. A sole proprietorship is a business 
owned and operated by one person who calls himself the proprietor 
or owner. Although the sole proprietor has legal title to all the assets 
employed in his business, there are usually equities in addition to 
that of the sole proprietor. An equity is an interest of a financial 
character in an enterprise. If the total assets of a given proprietor- 
ship amount to $100,000.00 and the proprietorship or owner’s 
equity amounts to $75,000.00, it is evident that other parties than 
the proprietor have an interest in the business. The $25,000.00 
would ordinarily take the form of debts, either permanent or long- 
term or both. Although the proprietor owns all assets, he cannot act 
contrary to the interests of his creditors. If any of his debts bear 
interest, to avoid foreclosure it must be paid as it falls due. If the 
debts are permanent in character, he must make arrangements to 
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liquidate them. Long-term debts must be paid off or renewed at 
their maturity dates. 

The sole proprietorship is naturally the form which the small 
enterprise takes when it is founded. As time passes, it may be found 
that some other form of organization will serve better, owing to the 
growth of the enterprise or to the fact that the proprietor is no 
longer able to perform alone all the duties of management. 

Accounting procedure is essentially the same in all types of 
organization under our present-day system of capitalism. The essen- 
tial difference in accounting procedure for the different types of 
business organization is found in the treatment which must be 
accorded the proprietorship equity. This proprietorship equity is 
simplest in the sole proprietorship because but one man is con- 
cerned. It naturally involves more complicated problems where 
there are partners or where the interests of several or many stock- 
holders are concerned, as is the case in corporations. 

2. Partnerships. It appears that partnerships originated in Italy 
but took their present form largely through the impetus given by the 
rise of industrialism in England. In a partnership there are two or 
more proprietors among whom are distributed the duties of man- 
agement and to whom are allocated the profits in some specified 
ratio, or equally if no ratio is specified. Essentially, a partnership is 
an asioaation of individuals. Each partner is subject to the rule of 
unlimited liability, that is, he may be required to surrender his 
private fortune for the benefit of the firm’s creditors if the firm’s 
assets are not sufficient to meet the firm’s debts. By statutory enact- 
ment the liability of one or more partners may be limited, but such 
provisions represent deviations from common law rules. 

The partnership form of organization is well fitted for certain 
kinds of undertakings. Professional men, such as lawyers, doctors, 
and accountants, who desire to practice under some form of asso- 
ciation in order to secure the advantages to be derived from such 
association, naturally adopt the partnership form of organization. 
Stock brokerage firms are required to operate as partnerships. 
Many commercial enterprises employ this form of organization 
because it appears to have been the natural outgrowth of the sole 
proprietorship form of organization which preceded it. As a rule. 
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the number of partners should be limited rather strictly. In a given 
instance, the adaptability of the partnership form of organization 
to the requirements should be considered carefully. It is a less 
formal type of organization than the corporation, and it is not com- 
pelled to submit as many reports to state and federal authorities. 
While routine duties may be delegated to a partner, to perform 
important matters such as the sale of partnership assets or a change 
in the character of the business requires the consent of all of 
the partners. 

The accounting problems peculiar to the partnership are those 
which relate to admission of peirtners, drawings by partners, inter- 
est on partners’ investments, division of profits and losses, and 
dissolution. Later in this chapter, attention will be given to some 
of these problems. 

3. Corporations. The corporation is statutory in origin; neverthe- 
less, corporation law has had an important historical development. 
Formerly corporations were organized by special acts of state legis- 
latures, but with the growth of industi'ialism in the United States, it 
became necessary to enact general corporation laws. Each of the 
forty-eight states now has such legislation in effect. General corpo- 
ration laws impose upon the secretary of state the duty of considering 
applications for charters and issuing such charters when the appli- 
cations are approved. 

From the point of view of accounting, the corporation involves 
the application of no new principles, but it does involve the applica- 
tion of well-known accounting principles to some situations which 
do not exist in sole proprietorships and partnerships. The distin- 
guishing feature of the modern corporation, organized for profit, is 
the capital stock system. This system as it now exists is the result of 
a long period of development. For example, formerly each stock- 
holder had one vote, but today he has as many votes as he has 
shares of stock. Formerly all shares of stock possessed a par value, but 
today capital stock without any par value is common. Essentially a 
share of capital stock is a unit of ownership in a corporation. This 
unit is usually a very small fraction of the total proprietorship of the 
corporation. Thus if the capital stock of the corporation consists of 
10,000 shares, each share having a par value of $100.00, the capital- 
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ization of the corporation is $1,000,000.00, of which each share 
represents 1 /10,000th part, or $100.00. The purpose in thus sub- 
dividing the capitalization of the corporation is to make it possible 
for many persons to own capital stock in a given corporation. Thus 
in the illustration above, there might be 1,000 stockholders, each 
holding 10 shares of stock, or there might be 100 stockholders, each 
holding 100 shares of stock, and so on. 

Perhaps the second most distinctive feature of corporation 
accounting procedure is the Surplus account. The Capital Stock 
account, even where the capital stock is without par value, should 
remain credited with the original sum. Profits and losses cannot be 
carried to the Capital Stock account. The principal purpose of the 
Surplus account is to take up profits and losses and also to show 
clearly the disposition ultimately made of profits. Thus it is evident 
that problems which are peculiar to corporations must be con- 
cerned largely with the net worth accounts of corporations, namely, 
the Capital Stock account and the Surplus account. 

Partnership Accounting Problems. Problems relating to part- 
nerships will be considered under three heads, namely: (1) opera- 
tion, (2) admission of partners, (3) dissolution. 

Operations. Under operations there arise certain problems 
which are peculiar to the partnership form of organization. The 
principal problems of this type relate to the division of profits and, 
thereunder, the treatment of partners’ saiarics. The fundamental 
rule of common law relative to the division of partnership profits 
and losses is that losses should be borne equally and profits should 
be divided equally, regardless of the investments of the partners. 
Any variation from this rule must be the result of an agreement 
among the partners. It therefore will be appropriate to consider the 
basic procedure first and then discuss deviations therefrom. 

Illustration 1. Assume that T. Lott, G. Best, and T. Oliver arc 
partners, sharing profits and losses equally since there is no agree- 
ment to the contrary. Assume further that on December 31, 19 — , 
the balances shown in the partners’ Capital accounts are as follows: 

T. Lott, Capital account . 

G. Best, Capital account. 

T. Oliver, Capital account 


15.000. 00 

10.000. 00 
5,000.00 
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The net profit for the year is shown to be 57,900.00. 

The drawings for the year are as follows: 

i,5nc m 
1,17 so 
oa 00 


T. Lott. . 
G. Best . . . 
T. Oliver. 


In partnership accounting, due to the fact that the distribution of 
net profit and net loss must be made to the partners, it is desirable 
to set up a Profit and Loss Appropriation account. The balance of 
the Profit and Loss account is carried to the Profit and Loss Appro- 
priation account and then the details relative to the distribution of 
the profit or loss are clearly shown in the Profit and Loss Appropria- 
tion account. In Fig. 1 is shown the Profit and Loss Appropriation 
account for the firm of Lott, Best, and Oliver for the year ending 
December 31, 19~. 


19 — 


Dec. 


\31 


Profit and Loss Appropriation Account 


19 — 


Net Prnjit carried 
la Drawing qc-\ 
counts 

Lott 2,633.34 
Best 2,633.33 
Oliver 2,633.33 


7,900 

00 

Dec. 

31 

Balance brought 
down 



7,900 

00 







^ig 

: 1 




7,900100 


7,90Q\00 


The Drawing accounts for the three partners are shown in 
Fig. 2. Note that the net profit of each partner is shown on the credit 
side of his Drawing account. Note also that on the debit side of each 
Drawing account are shown the drawings made during the year and 
the balance of the account which is carried to the partners’ Capital 
account, thus closing the Drawing account. 

There is an alternative plan of closing the Profit and Loss ac- 
count. This consists in carrying each partner’s share of the net 
profit direct to his Capital account and, in turn, closing the balances 
in the Drawing accounts into the Capital accounts. It is believed, 
however, that the method illustrated above is ordinarily to be pre- 
ferred, since it results in a direct comparison between drawings on 
the one hand and profit on the other hand. 



Advanced Accounting Problems 


15 


T. Lott, Drawing 

19— 19— 


J7 



7,500 

00 


37 



2,633 

34 


’T. LoUj Capital. 


1.733 

34 


■ 








2,633 

34 


1 



2,633 

M 


G. Best, Drawing 

19— 19— 


Dec. 

31 



1,100 

1,533 

00 

Dec. 

31 

Net Profit . 

G. Bestj Capital , . 


33 





2,633 

33 





2,633 


2,633 

I? 


T. Oliver, Drawing 

19— 19— 


31 


mo 

00 


31 



2,633 

33 


T. Oliver^ Capital 


1,733 

33 









2,633 

33 





2,633 

33 


Fig. 2 


Methods of Dividing Profit. As already indicated, the net 
profit of a firm is divided equally among the partners unless there is 
an agreemeirt to the contrary. As a rule the subject of division of 
profits should receive careful consideration at the time the partner- 
ship agreement is being prepared, since circumstances usually make 
it undesirable to apply the common law rule of equal division of 
profits. The factors which must be taken into consideration in 
arriving at a just arrangement relative to profit distribution are (a) 
the amount of each partner’s investment, and (6) the capacity of 
each partner, as well as the amount of time which he can give to the 
firm’s business. Where inequalities with respect to these two factors 
exist, it is necessary to devise a plan of profit distribution which will 
result in the equitable treatment of the members of the firm. Of 
course the existence of inequalities in the partners’ investments docs 
not necessarily mean that the rule of equal division of profits should 
not apply, because these inequalities may be offset by inequalities 
in the capacities of the partners or by inequalities in the character 
of the duties which they are expected to perform. It will be neces- 
sary, however, to discuss some of the deviations from the rule of 
equal division of profits. 
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7. Ratio of Investments. When the profits are divided in the ratio 
of the capital investments of the partners it is necessary to specify 
just what this means, since there are three possible interpretations. 
As a basis of procedure there might be shown {a) the ratio of the 
capital investments of the partners at the beginning of the account- 
ing period; {b) the ratio of the capital investments of the partners at 
the end of the accounting period; and {c) the ratio of the average 
capital investments for the accounting period. These will be con- 
sidered next. 

a) Where the ratio of the capital investments as at the beginning 
of the accounting period is chosen as the basis of profit distribution, 
it is necessary simply to examine the capital accounts of the partners 
to determine their credit balances. Thus if G. Goddard and R. 
Morris are partners and, as at January 1, their capital accounts 
have credit balances of $20,000.00 and $10,000.00, respectively, 
and if the net profit for the year is $9,000.00, it is evident that this 
will be distributed $6,000.00 to Goddard and $3,000.00 to Morris. 
This division of the profits is made without regard to changes which 
may occur in the capital accounts of the partners during the year 
and also without regard to the capital investments of the partners 
at the end of the year. 

b) If the ratio of the capital accounts at the end of the period is 
chosen as a basis for profit division, the procedure is more compli- 
cated. It is necessary in this instance to have a definite understand- 
ing as to the treatment of partners’ drawings. To illustrate: Assume 
that on January 1, the partners’ Capital accounts stand respectively 
as shown in Fig. 3. 

R-Lord 20 , 000.00 

R - R ‘^‘00 14,000.00 

Fig. 3 

Next assume that on July 1, Lord invests an additional $2,000.00 
and on August 1 Easton invests an additional $5,000.00. Drawings 
by Lord amount to $175.00 on Jtme 1, June being the only month 
in which he exceeds the allowable monthly drawings of $100.00. 
Easton exceeds this allowance once also on September 1, when he 
draws $125.00. It is provided in the partnership agreement that 
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drawings in excess of $100.00 per month shall be charged directly to 
the Capital account of the partner. Sums not in excess are charge- 
able to the Drawings accounts. It is further provided that the ratios 
of the Capital accounts at the end of the year, to be used as a basis 
for division of profits, shall be determined without reference to the 
balances in the Drawings accounts. The Capital accounts of the 
partners therefore stand as in Fig. 4 as at December 31. 


R. Lord, Capital 
19— 19— 


June 

1 



75 

00 

Jan. 

1 



20,000 

§1 







July 

1 



2,000\ 

\00 


P. Easton, Capital 
19- 19— 


Sept. 

7 



25 

00 

Jan. 

7 



74,000 

00 







Aug. 

7 



5,000 

00 


Fig. 4 


The balance in Lord’s Capital account on December 31 is 
$21,925.00 and the balance in Easton’s account, 118,975.00. Conse- 
quently, Lord will receive 21,925/40,900 and Easton will receive 
18,975/40,900 of the net profit for the year. $40,900 is the sum of 
$21,925 and $18,975. 

2. Ratio of Average Capital Investments. It is evident that the bal- 
ances in the partners’ Capital accounts, either at the beginning of 
the accounting period or at the end of the accounting period, are 
not exact measures of the relative investments of the partners in the 
business for that particular accounting period. If strict accuracy in 
this respect is required, it is necessary to determine the average 
capital investment of each partner and then to compute the ratios 
of these investments. These ratios then serve as a basis for the divi- 
sion of the profits. As in the preceding case it will be necessary to 
have a definite understanding relative to the treatment of drawings, 
since the average investment of a partner is affected only by the 
amount of drawings which is charged to his Capital account. Thus 
if all drawings not in excess of $200.00 monthly are chargeable to 
Drawings accounts, it is evident that only where a partner exceeds 
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$200.00 in any month will the computation of his average capital 
investment be affected. 

Two methods of computing the average capital investments of 
partners will be illustrated. Under the first method each invest- 
ment is multiplied by the number of days it is used in the partner- 
ship business. Debits to Capital accounts are treated as offsets to 
credits. It is necessary to determine the number of days from the 
date the investment is made (if a credit), or from the date of the 
deduction (if a debit), to the end of the accounting period. Fig. 5 
illustrates the procedure under the first method. First, the credits 
and debits to A"s and B’s Capital accounts, respectively, together 
with the dates are shown. Next, the number of days the investment 
(if a credit) or the deduction (if a debit) is effective are given. 
Next, the investments and the deductions are multiplied by the 
number of days to secure the amounts shown in the “Amount X 
Days” column. In the next column the totals of debits and credits 
are shown, and the last column gives the differences. 


First Method 


A' s Capital: 

Date 

Amount 

Days to 
Dec. 31 

Amount 

XDays 

Totah 

Diirrrences 

Credits: 

Jan. 7 

20,000 

365 

7,300,000 




Avg. 15 

5,000 

138 

890,000 

7,990,000 


liehits: 

Feb. 28 

50 

306 

15,300 




June 2 

725 

272 

26,500 




Sept. 4 

250 

118 

29,500 

71,300 

7,918,700 

B''s Capital: 
Credits: 

Jan. 7 

18,000 

365 

6,570,000 




June 75 

2,000 

199 

398,000 

6,968,000 


Debits; 

Apr. 1 

150 

275 

47,250 




Oct. 75 

775 

77 

13,475 

54,725 

6,013,275 

14,837,975 


Fig. 5 


Under the second method the same result is accomplished as 
under the first method, but by a somewhat different procedure. 
The balance in the Capital account of each partner is computed 
and each balance is multiplied by the number of days that it re- 
mains unchanged. This procedure is followed for the accounting 
period. The computations illustrating this method are shown in 
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Fig. 6j the data being the same as that used in illustrating the first 
method, in Fig. 5. 

Second Method 



Date 

Debits 

Credits 

Balance 

Days 

Unchanged 

Products 

A^s Capital; 

Jan. 7 


20,000 

20,000 

59 

1,180,000 


Feb. 28 

50 


79,0.50 

94 

7,875,300 


June 2 

125 


79,825 

74 

1,467,050 


Aug. 75 


5,000 

24,825 

20 

496,500 


Sept. 4 

250 


24,575 

118 

2,899,850 






365 

7,918,700 

B^s Capital; 

Jan. 7 


78,000 

18,000 

'Vo 

7,620,000 


Apr. 7 

150 


77,850 

78 

7,356,800 


June 75 


2,000 

19,8.50 

722 

2,421,700 


Oct. 75 

175 


19,675 

77 

7,514,975 






365 

6,913,275 




Fig. 6 





To find the average investment of a partner for the year, 
under either method the sums shown in the Differences or Prod- 
ucts columns are divided by 365; thus A’s average investment is 
$7,918,700.00 divided by 365, which amounts to 121,695.06. B’s 
average investment is found by dividing $6,913,275.00 by 365, 
which amounts to $18,940.48. 

3. Arbitrary Ratio. The profit and loss sharing ratio is said to be 
arbitrary where it is fixed without specific reference to such factors 
as invested capital. It is usually sirrived at by the partners by taking 
into consideration all relevant facts, but without giving specific 
weight to any of them. Thus, if Atkins and Johnson form a partner- 
ship and conclude that, in view of essential facts, Atkins should re- 
ceive two-fifths of the profits and bear two-fifths of the losses, and 
Johnson should receive three-fifths of the profits and bear three- 
fifths of the losses, such an arrangement is evidently arbitrary. 
Sometimes, it is agreed to divide a portion of the profits in one way 
and the balance thereof in some other way. Thus A and B might 
agree to allow 6 per cent interest on their invested capitals and then 
divide the remainder of the profits in the ratio of 3 to 2. 

Assume that A and B, partners, have average capital invest- 
ments for the year of $12,000.00 and $16,000.00, respectively, that 
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the net profits for the year amount to $7,000.00 and that after 
allowing 6 per cent interest on the average investments of the 
partners the balance is to be divided three-eighths to A and five- 
eighths to B. In Fig. 7, the distribution of the profit is shown. 

A and B 

Distribution of Profits 

Year Ended December 31, 19 — 



A 

B 

Totals 

6 per cent on 12^000.00 

720.00 


720.00 

6 per cent on 16^000.00 .... 


960.00 

960.00 

Balance of profit is 5j320.00; 
ysX3, 320.00 

1,995.00 


1,995.00 

^/iX5, 320.00 


3,325.00 

3,325.00 


2,715.00 

4,285.00 

7,000.00 


Fig. 7 


Interest on Invested Capital. In Fig. 7, interest on invested 
capital was allowed, after which remaining profits were divided in 
an agreed ratio. The problem of interest as a means of profit distri- 
bution deserves further consideration. If invested capital is the 
primary factor in producing profit, it appears that the ratio of the 
partners’ investments might properly be regarded as the ratio in 
which profits should be distributed. When, however, there are other 
important factors to be considered, such as the capacities of the 
partners, it appears to be more equitable to allow a reasonable 
return on invested capital and then distribute the remaining profit, 
if any, in a ratio which will make cillowance for the capacities of the 
partners, and the amount of time each devotes to the enterprise. In 
this connection it must be remembered that interest allowed on 
partners’ investments is not an expense but simply a charge 
against net profit. 

If interest is allowed on the partners’ investments, it should be 
agreed upon in advance whether the basis of computation shall be 
the opening balances in partners’ Capital accounts, the closing 
balances, or the average capital investments for the period. 

Since interest on capital represents, not expense, but profit 
distribution, it should be shown as a charge not to the Profit and 
Loss account but to the Profit and Loss Appropriation account. The 
procedure is illustrated in Figs. 8 and 9. 
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section of the Profit and Loss account. This is simply a means of 
arriving at an equitable division of profits. Other methods of ac- 
complishing practically the same result are available. It is not even 
necessary that the interest allowance be called interest. It can be 
employed as a means of adjusting profit only when it is provided for 
in the partnership agreement or when all of the partners agree to 
employ it. Interest on partners’ investments should be distinguished 
from interest on loans made to the firm by partners. Such loans are 
bona fide debts, the interest allowed thereon is an expense and 
should be carried to the expense section of the Profit and Loss ac- 
count, not to the appropriation section of the Profit and Loss account. 

Interest on Drawings. Interest on drawings made during the 
year by partners is charged only in the event of an agreement to that 
effect. A frequent arrangement is to provide that interest shall be 
charged on drawings in excess of a specified amount. Whatever the 
arrangement may be, it is strictly one of convenience as regards the 
partners, and like interest on investments amounts simply to a 
different divison of net profit than would result were no interest 
charged on the drawings. 

To illustrate, suppose that A and B are partners and that there is 
an agreement to the effect that interest at 7 per cent on drawings in 
excess of $1,200.00 yearly shall be charged to the partners. Assume 
that A’s drawings for the year amount to $1,100.00 but that on 
December 1, B draws $100.00 in excess of the $1,200.00 allowance. 
The interest on $100.00 for one month at 7 per cent is 58 cents. The 
entry to provide for this is as follows: 

B, Drawings . 0.5S 

Interest Income . 

For interest on 3’j excess drawings. 

Since this interest is a profit adjustment, the credit to interest 
income should be carried to the appropriation section of the Profit 
and Loss account. If it is carried to the Profit and Loss account 
proper, it results in an overstatement of net profit. 

Partners’ Salaries. Sometimes one or more of the partners are 
paid a salary because of the duties which they are required to per- 
form. At first thought, such salary payments are likely to be re- 
garded as expenses. Consideration of the true character of the 
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partnership form of organization leads to the conclusion that sal- 
aries paid partners arc invariably a distribution of profit, not a true 
expense, regardless of the way in which they are charged in tire 
accounts. 

Thus, assume that A and B are partners and that it is agreed to 
pay A a salary of $4,000 yearly because he serves as the manager of 
the firm’s business, and assume also that the net profit before paying 
such salary is $12,000.00. It is evident that since A and B own the 
business, the true net profit is $12,000.00, not $8,000.00. In effect, 
$4,000.00 of the $12,000.00 is paid to A, after which the balance of 
the net profit, $8,000.00, is distributed in whatever ratio may be 
agreed on. 

Salaries paid to employees are in a different category. The 
employees are not proprietors and receive no share of the profit. 
Partners, on the other hand, contribute their investments and their 
efforts. For these the sole remuneration is the net profit they arc 
able to make. If, in a given instance, there is no net profit from 
which a partner’s salary can be paid, it is in effect a charge to the 
Drawing accounts of the partners. A partner can expect no reward 
beyond his share of the net profit. A salary paid to one partner is 
simply a modification of the profit and loss sharing arrangement. A 
salary paid to a partner takes from the business either {a) profits, 
or {b) capital. 

Notwithstanding the foregoing statement of the theory govern- 
ing partners’ salaries there may occur instances in which it is desir- 
able to treat partners’ salaries as expense. Thus for purposes of 
comparing costs of production it is necessary to place partnership.s 
and corporations on a comparable basis. Evidently this can be done 
only when salaries paid partners are regarded as being of the same 
character as salaries paid corporate managers. 

Relative to the accounting treatment of partners’ salaries, they 
may be paid in cash or they may be credited periodically to the 
Drawing accounts of the partners concerned. In practice, partners 
are in the habit of drawing as they require funds for their use, the 
amounts of their drawings being charged to their Drawing ac- 
counts. It is therefore not incorrect to regard such drawings as the 
equivalent of salaries. It is then possible to make no entry for the 
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salaries until the end of the year, when the year’s salary may be 
credited in one sum to the proper Drawing account. Strict adher- 
ence to theory would require that the charge be made to the appro- 
priation section of the Profit and Loss account. Assume that in the 
firm of A and B, A receives a salary of S4,000.00. The entry under 
this procedure would be: 

Dec. 31, 19— 

Profit and Loss — Appropriation Section 4,000,00 

A, Drawing account . . . ... 4,000.00 

To credit A's Drawing account for year's salary. 



Chapter 2 


ADVANCED ACCOUNTING PROBLEMS 

(Continued) 


Admission of Partners. For one reason or another it may be 
desirable to admit into an existing firm one or more additional 
partners. With the admission or the retirement of a partner, there is 
effected the legal result of termination of the old partnership and 
the formation of a new one. From the point of view of business pro- 
cedure, this may not mean any noticeable change because business 
transactions are carried on the same as before and in the same 
volume. However, certain problems arise in connection with the 
admission of a new partner. It is impossible to consider here all of 
the variations which occur in practice in this connection. It is pos- 
sible, however, to consider some of the fundamental principles 
which are involved in the great variety of practical cases that may 
arise. 

It is evident that, ordinarily, a new partner will be admitted to a 
firm only upon the payment of money, either to the firm or to one of 
the existing partners personally. In other words, the incoming 
partner may purchase his interest from an existing partner or he 
may create a new equity in the firm by investing his money in the 
firm’s business. When the incoming partner purchases a part or all 
of an existing partner’s interest, the transaction is primarily be- 
tween two partners, although it cannot be consummated without 
the permission of all the partners. To illustrate, assume that A, B, 
and G are partners, having investments of 3f5,000.00, |9,000.00, 
and $15,000.00, respectively. Assume, further, that D desires to 
become a partner by purchasing a part of B’s interest in the firm. It 
is evident that whereas the permission of A and G is necessary for 
the carrying out of such a plan, the amount which D must pay to B 
for one- third of his interest is a matter to be s('ttlcd between B and D 
personally. This amount might be $3,000.00 or it might be $5,000.00, 
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depending" on whnt v3.lu3.tion B places on the business. The only 
entry rec^uired on the hrm^s books would be to debit Bj Capital 
accountj and credit D, Capital account, as follows- 


May 7, 7P- — 

j5, Capital account 

D, Capital account 

For transfer oj nne-^third of B^s irwfstnient to settleffisiil thoTcfor 
having been made between B and D personally- 


3,000.00 

3fioom 


In order to illustrate some of the basic principles involved in the 
admission of new partners, a series of cases, each involving a differ- 
ent situation, will be given. 

Case 1: New Partner Pays Cash to Firm. A and B arc partners hav- 
ing a balance sheet at a given dale as shown in Fig. 10. 


A and B 

Balance Sheet 



520,000 

00 


5 4,000 

00 



A, Capital 

6^000 

00 




B, Capital 

10,000 

00 


520,000 

1 


520,000 



Fig. 10 


It is decided to admit G as a third partner upon his investment 
of $9,000.00 in the firm. The entry to admit G is: 


Cash 0,000.00 

G, Capital 9,000.00 


To admit C as a partner. 

The balance sheet of the firm after G’s admission as a partner is 
as shown in Fig. 11. 


A, B, and C 

Balance Sheet 


Sundry Assets 

529,000 

00 


$ 4- non 

00 



A, Capital 

6,000 

00 




B, Capital 

10,000 

00 




d. Capital 

9,000 

00 


$29,000 

m 


$29,000 

00 


Fig. 11 
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Case 2: Personal Settlement between Old and New Partners. A and B 
are partners, their investments being respectively $10,000.00 and 
$20,000.00. B, with A’s permission, sells one-half of his interest in 
the hrm to C. The amount which G agrees to pay to B is $15,000.00, 
but this is of no particular concern to the partnership. Before the 
transaction occurs the balance sheet is as shown in Fig. 12. 


A and B 

Balance Sheet 



$35,000 

00 


$ 5,000 

00 



A, Capital 

io,'ooo 

00 




B, Capital 

20,000 

00 


$35,000 



$35,000 

00 


Fig. 12 


Upon information to the effect that C has settled with B, 
personally, for one-half of B’s interest in the firm, the following 
entry is required: 


£, Capital 10,000.00 

C, Capital 10,000.00 


To Uansjer to C one-half of s interest, the settlement between B 
and C being arrived at through the payment of 15,000.00 by C 
to B, personally. 

The balance sheet now stands as shown in Fig. 13. 


A, B, and C 
Balance Sheet 



$35,000 

00 


s onn 

00 



a. Capital 

10.000 

00 




B, Capital 

10,000 

00 




G, Capital 

10,000 

00 


$35,000 

00 


$35,000 

bo 


Fig. 13 


Case 3: Valuation of Assets. Whenever the admission or the retire- 
ment of a partner is being considered, there is likely to arise the 
problem of valuation, not only of tangible assets, but frequently of 
intangible assets and particularly of goodwill. The reason for this is 
that after a concern has been in operation for a period of years the 
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original cost less accrued depreciation may not be a fair measure of 
the value of the fixed assets. Moreover, conditions not anticipated 
when the enterprise was established may now exist, and these may 
be favorable or unfavorable. For instance, changing demands on 
the part of the public and shifts in the population may be advan- 
tageous or disadvantageous. Moreover, the efifcct of management 
on the fair value of the enterprise in its entirety must not be over- 
looked. It is in this connection that there arises the problem of 
intangible values, usually treated under the head of goodwill. If the 
management has been good, there almost inevitably results the 
addition to a well-seasoned enterprise of an clement of goodwill, 
valuable because it results in larger profits than would otherwise 
be earned. 

Illustration 1. Frequently, in the organization of a partnership, or 
in the admission of an additional partner, assets other than cash are 
contributed. This naturally gives rise to a problem in valuation, 
since it is necessary to have the assets other than cash valued at a 
figure which will result in the equitable treatment of all parties 
concerned. Assume that A and B are sole proprietors and that they 
agree to form a partnership by contributing to the new firm all of 
their assets, and in turn having all their liabilities assumed by the 
new firm. Before the merger of the two enterprises the balance 
sheets appear as shown in Fig. 14. 

A 


Balance Sheet 


Cash 

Inventory 

Building 

Goodwill 

3? 4,000.00 Creditors . , 

, 9,000.00 A, CapUal 

12,000.00 

6,000.00 

$ 7,000,00 

24,000.00 


531,000.00 

131,000.00 


B 



Balance Sheet 


Cash 

Inventory 

Accounts Receivable . . . , 
Delivery Equipment 

S 2,000.00 Creditors 

. 4,000.00 B, Capital . 

1.500.00 

1.600.00 

If 2,000,00 

7,100.00 


$ 9,100.00 

$ 9,100.00 


Fig. 14 
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Since these balance sheets are merely a reflection of the values of 
the assets as listed on the books of A and B, it may be necessary to 
make some adjustments in them. On the other hand, the values in 
them may be found acceptable. In this instance, the entries upon 
the partnership books will be as follows: 


Ca sh 

Inventory 

Building 

Goodwill 

Creditors 

A, Capital . . . 

For investment in firm oj A and H. 

Ca,\ h 

Inventni) 

Accounts Receivable 

Deltverx Equipment 

Creditors 

/i, Capital 

For investment in firm oJ A and B, 


4.000. 00 
9/JOOMO 
12,000.00 
0 , 000.00 

7.000. 00 
24,000.00 

2.000. 00 
4,000.00 
1,500.00 
1,(500.00 

2.000. 00 
7,700.00 


If the books of either of the sole proprietors are in condition 
suitable for use by the Arm, they might be continued in operation. 
If so, it would be necessary to make only one of the foregoing entries. 
This entry would be made to bring upon the books to be continued 
in use the assets, liabilities, and net worth of the partner who, sc 
books are to be discontinued. 


Illustration 2. Frequently a new partner is admitted to an existing 
firm. This procedure may necessitate a revaluation of the assets of 
the firm. It may also necessitate a revaluation of assets contributed 
by the new partner, if other than cash. To illustrate: Assume that A 
and B are partners and that their profit and loss sharing ratio is five 
to three. They decide to admit G as a third partner, upon his invest- 
ment of $6,000.00 and upon his payment of $1,000.00 to cover one- 
fifth of the existing goodwill. Before the admission of C, the balance 
sheet of A and B is as shown in Fig. 15. 


A and B 

Balance .Sheet 

Sundry Assets $15,000.00 Credilor,s 1 2,000.00 

A, Capital 7,000.00 

B. Capital 

$15,000.00 $15,000,00 


Fig. 15 
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The entry to admit G is as follows: 

Cash 

C, Capital 

Capital 

Capital 

To rscord C's investment of 7J)(X).00^ of which f(KX),OQ is pay 
mentfor goodwill^ and is credited to A*s and B's Capital ac 
counts in the piofit and loss sharing ratio, 5 to 3. 

Mter this entry is posted, the balance sheet appears as shown in 
Fig. 16. 

A, B, and C 

Balance Sheet 

Sundry Assets $22,000.00 Creditors. 

A, Capital 

B, Capital 

C, Capital 

$22,000.00 

Fig. 16 

Illustration 3. In the preceding illustration $1,000.00 was paid by 
the incoming partner for the goodwill, but the goodwill was not 
reflected in the ledger accounts. Sometimes no payment is made by 
the incoming partner for goodwill, but instead a Goodwill account 
is brought upon the partnership books before the partner is ad- 
mitted, in order to create a different ratio of investments, as shown 
in the Capital accounts, than would otherwise be the ease. The 
result is to give the existing partners an investment larger in propor- 
tion than that of the new partner. To illustrate: Assume that the 
balance sheet of A and B, before any adjustment is made for good- 
will, is as shown in Fig. 17. 

A and B 

Balance Sheet 

Sundry Assets $14,000.00 Accounts Payable 

A, Capital 

B, Capital 

$14,000.00 


$ 4,000.00 
6,000.00 
4,000.00 
$14,000.00 


$ 2,000.00 

7.625.00 

6.375.00 
6,000.00 

$22,000.00 


7,000.00 

B, 000.00 

625.00 

375.00 


Fig- 17 
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Assume that the profit and loss sharing ratio is three to two, and 
that it is agreed to bring $5,000.00 goodwill on the books. The 
entry to accomplish this is: 


Goodwill 5,000.00 

/I, Capital 3,000 00 

B, Capital 2,000.00 


l~o bring goodwill on books, the credit therefor being carried to the 
partners' Capital accounts in the profit and loss sharing ratio. 


It is now in order to make the entry for G’s admission, his 
investment being $7,000.00. The entry is: 

Cask 7,000.00 

C, Capital 7,000.00 

To admit C as a partner in the firm of A, B, and C. 


The balance sheet now appears as in Fig. 18. 


A, B, and C 
Balance Sheet 


Sundry Assets 826,000.00 


826,000.00 


Accounts Payable $ 4,000.00 

A, Capital 9,000.00 

B. Capital 6,000.00 

G, Capital 7,000.00 

826,000.00 


Fig. 18 


Relative to the Goodwill account brought upon the books 
through the foregoing entry, it appears that the most conservative 
treatment is to write it off at once against the partners^ Capital 
accounts in the profit and loss sharing ratio. Assuming this ratio to 
be 4-2—3 for A, B, and G, respectively, the entry required to cancel 
the goodwill is as follows: 


A, Capital 2,222.22 

B, Capital 1,111.11 

C, Capital 1,SGG.07 

Goodwill 5,000.00 


To write ojf goodwill. 
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To write off goodwill. After this entry has been posted, the bal- 
ance sheet appears as in Fig. 19. 

A, B, and C 
Balance Sheet 

Sundry Assets $21,000.00 Accounts Payable $ 4,000.00 

A, Capital 6,777.78 

B, Capital 4,888.8') 

C, Capital 5 ,333..'i3 

$21^00.00 $21,000.00 

Fig. 19 

A somewhat different method of procedure where goodwill is 
involved is illustrated in the following problem and solution thereto. 

A and B arc partners, sharing profits and losses equally. A’s 
capital is $6,000.00. B’s capital is $8,000.00. They admit C as a 
partner with a one-third interest in the business for .$8,000.00 (a) 
where the amount paid by C remains in the business, and (/>) where 
it is paid to A and B, personally, and the $8,000.00 is to be dis- 
tributed to A and B in the ratio of their investment before C’s ad- 
mission, thus preserving that ratio. 


Solution to (a): 

ABC Total 

Capitals oj A and B 6,000.00 8,000.00 7^1,000.00 

Goodwill to A and B 333..34 3.33.33 666.67 

C’s Investment 8,000.00 8,000.(X) 

6,333.34 8,3.3 3.33 7,.33 3..33 22,000,00 

Solution to (b): 

Capitals oj A and B 6,000.00 8,000.00 14,000.00 

C’s investment 8,000.00 

Goodwill to A and to B 1,666.66 1,666.67 3,33.1.33 

7,666.66 '9i606.67 ~4fi66.67 

Drawn by A and B 3,428.66 4,571.44 

4,238,10 '54)05.23 4,666.67 14,000.00 


Partnership Dissolution. Partnerships are dissolved in three 
ways, namely: (1) by act of the parties, (2) by operation of law, (3) 
by judicial decree. 

The partners may, at any time, terminate the partnership by 
agreement made mutually to that effect. The termination of a 
partnership does not necessarily mean its dissolution, since it is 
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possible to have its business affairs carried on by a new partnership, 
or by a corporation. Thus the withdrawal of a partner results in the 
technical termination of the partnership, but the remaining part- 
ners may continue the enterprise as a new partnership. Death, 
bankruptcy or insolvency of a partner results in the termination of 
the partnership by operation of law. Insanity of a partner has the 
same effect in .some states. Commission of a criminal or other illegal 
act usually results in the termination of the partnership by opera- 
tion of law. Courts may order the dissolution of a partnership where 
it is shown that one of the partners has been guilty of defrauding the 
other partners. Similarly, the court may dissolve a partnership 
where it is found to be impossible to continue the affairs of the 
partnership harmoniously. 

The usual problem in the event of dissolution consists in the 
liquidation of the assets. It is almost inevitable that this procedure 
will result in considerable loss because of the difEculty usually 
experienced in disposing of fixed assets. The cash thus received, 
together with that on hand at the time liquidation was begun, is 
used to meet the claims of various interested parties. The order in 
which these claims must be paid is as follows: (1) creditors, (2) 
loans from partners, (3) capital of partners. 

Loans from partners are properly regarded as debts, although 
subordinate to debts due to ordinary creditors. Of course, if there 
exists a deficiency in one partner’s Capital account, any amount 
which he has loaned to the firm may be employed to cancel such 
deficiency. A deficiency ordinarily would be a debit balance in a 
partner’s Capital account, but if the partners have agreed to main- 
tain certain minimum credit balances in their Capital accounts, a 
deficiency would result when the credit balance in one of the Capi- 
tal accounts falls below the minimum amount which a partner 
agrees to maintain. 

It is usually necessary, after paying off creditors and loans from 
partners, to pay off the partners’ investments in installments be- 
cause of the impossibility of the immediate liquidation of all the 
assets and because of the undesirability of retaining a large balance 
of cash. In carrying out this procedure the liquidator must exercise 
care not to repay any partner to such an extent that he, the liquida- 
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tor, might be compelled to make good personally to those partners 
who, as a consequence, are underpaid. 

Accounting Procedure for Dissolution. As a rule, the account- 
ing for the liquidation of a firm’s assets should begin by making a 
transfer of the assets to be liquidated to a Realization account. By 
doing so, the fact that such assets are to be liquidated is emphasized 
and the procedure much simplified, since, as the assets arc realized 
on, the credits are carried to the Realization account. Since the 
assets which are to be sold, or have been sold, appear on the debit 
side of the Realization account, while the amounts for which they 
are disposed of appear on the credit side ol the Realization account, 
the account itself serves as a kind of Profit and Loss account. The 
details expressed therein should be sufficient to make possible the 
comparison of book values of particular assets with the amount 
realized thereon in the process of liquidation. The Realization ac- 
count is a Profit and Loss account in that it records profits and 
losses on the sales of capital assets. After all assets have been realized 
on, the balance of the account represents loss or gain on realization, 
as the case may be. This loss or gain will be distributed to the 
partners in the profit and loss sharing ratio. The realization of the 
assets results in debits to the Cash account for the amounts received. 
This cash is used in turn to pay the claims in the order already 
explained. When all assets (other than Gash) have been liquidated 
and ail losses or gains included in connection with the liquidation 
process have been carried to the partners’ Capital accounts, the final 
entry consists in debiting these Capital accounts and crediting Gash. 

lUusiralion 1. A, B, and G are partners, their profit and loss 
sharing ratio being 3-2-1. They decide to dissolve; the balance 
sheet shown in Fig. 20 indicates the financial status of the firm as 
of a given date. 


A, B, and C 
Balance Sheet 


Cash $ 1,100.00 

Accounts Receivable 8,200.00 

Merchandise 9,000.00 

Investments 1 700.00 

Plant t’TOO.OO 

$27,700.00 


Accounts Payable $12,000.00 

A, Loan Account 1,700.00 

A, Capital Account 7,000.00 

B, Capital Account 4,000,00 

G, Capital Account 3,000.00 

$27,700.00 


Fig. 20 
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I'he following amounts are realized upon the liquidation of 

the assets: 

1. Accounts Receivable 8,000.00 

2. Merchandise 8,200.00 

3. Investments 1,800,00 

4. Plant 6,000.00 


The Realization account to record these transactions relative to 
the sale of the assets is shown in Fig. 21. 


Realization Account 


Accounts Receivable 8,200.00 

Merchandise Q^OQO.CK) 

Investments 1,700.00 

Riant 7^700.00 


26,600.00 


By Cash: 

AccoiLnts Receivable 8,000.00 

Merchandise 8,200.00 

Investments 1,800.00 

Plant 6,000.00 

Loss on Realization: 

A 1,300.00 

B % 866.67 

C Ka 333.33 2,600.00 

26,600.00 


Fig. 21 


The Cash account appears as shown below, after creditors and 
partners’ loans are paid. 


Cash 


Balance 

Realizotion Account 

7,700.00 

24,000.00 

Accounts Payable 

A, Loan Account 

Balance 

12,000.00 

1,700.00 

11,400.00 


23,m.oo 


23,100.00 

Balance 

.... 11,400.00 




The Cash account and the Gapitcil accounts of the partners are 
the only accounts now remaining open. The Capital accounts of the 
partners appear as follows: 


A, Capital Account 


Loss on Realization 

Balance 

1,300.00 

3,700.00 

Balance 

7,000.00 


7,000.00 

Balance 

7,000.00 
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The balance in the Gash account equals the sum of the credit 
balances in the pai'tners’ Capital accounts. After this balance of 
cash is used to pay the amounts owing to the partners, the Capital 
accounts and the Cash account appear as follows: 


A, Capital Account 
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care must be exercised not to overpay any partners. If such over- 
payment should occur, it might be impossible for the liquidator to 
recover the amount of the overpayment. He would thus be rendered 
personally liable to the other partners. In order to avoid the possi- 
bility of overpayment of a partner’s share it is necessary to assume, 
at the time when an interim payment is made, that a total loss may 
occur in connection with the assets not yet liquidated. 

Illustration 1. A, B, and C are partners. They present a balance 
sheet as of a given date as shown in Fig. 22. 

A, B, and C 

Balance Sheet 

Assets $35,000.00 A, Capital $15,000.00 

B, Capital 13,000.00 

C, Capital 7,000.00 

$35,000.00 $35,000.00 

Fig. 22 

After the process of liquidation continues for two months 
there is on hand $18,000.00 cash. Therefore the greatest possible 
loss is $17,000.00. The profit and loss sharing ratio is 3-2-1. 
Consequently the possible loss of $17,000.00 would be borne as 
follows: 


A {one-half) 
B {one-thiid) 
C {one-sixth) 


8,500.00 

5,665.87 

2,8.1133 

17,000.00 


After the distribution of these possible losses to the Capital 
accounts of the partners, these accounts stand as shown below ; 


A: 15,000.00-8,500.00= 6,500.00 paid to A 
B; 13,000.00-5,666.67= 7,333.33 paid to B 
C: 7,000.00-2,833.33= 4,166.67 paid to G 
18,000.00 


The balances in the Capital accounts of the partners are now A, 
$8,500.00; B, $5,666.67; and G, $2,833.33. These balances are in 
the profit and loss sharing ratios. Should nothing further be real- 
ized, these amounts represent the losses which the partners incur. 
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Should further realization be effected, the distribution will be in 
the profit and loss sharing ratio. 

Illustration 2. The balance sheet of A, B, and G is as shown in 


Fig. 23. 

A, B, and C 

Balance Sheet 


Cash 

$44,000.00 

A, Gapital 

$40,000.00 

Deficit 

36,000.00 

B, Gapital 

35,000.00 


C, Capital 

5,000.00 

$80,000.00 

$80,000.00 


Fig. 23 


In the following tabulation the distribution of the deficit and 
the amount paid each partner are shown. 


Total 

Particulars A: 33^% B: 33J^% C: 33^% 100% 

Capital Accounts 40,000.00 35,000.00 5,000.00 80,000.00 

1st and Only Installment 44,000.00 

Loss Distribution 12,000.00 12,000.00 12,000.00 36,000.00 

Balances 28,000.00 23,000.00 -7,000.00 44,000.00 

Application of C's Deficit —3,500.00 —3,500.00 -\-7,000.00 

Distribution oj Cash 24,500.00 19,500.00 0.00 44,000.00 


Illustration 3. A, B, and G are partners, sharing profits and losses 
equally. Before liquidation of assets is begun, the Gapital accounts 
show credit balances as follows; 


A 34,000.00 

B 45,000.00 

C 51,000.00 


The following distributions are made on successive dates: 
$10,000.00, $15,000.00, and $20,000.00. None of the partners has 
any assets which will enable him to make good any deficiency which 
may occur in his Gapital account. The distributions and manner of 
apportioning losses are shown in Fig. 24. 

Some Corporation Accounting Problems. As in the case of 
partnerships, it is proper to say that the distinctive problems that 
arise in corporation accounting relate primarily to net worth. This 
is because the method of accounting for net worth in the case of 
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Particulars 

A 

B 

0 

Totals 

Capital Accounts 

1st Installment 

34,000.00 

45,000.00 

51,000.00 

130,000.00 

10,000.00 

Loss Apportionment 

40,000.00 

40,000.00 

40,000.00 

120,000.00 

Balances 

Allocation of A^s Deficit. .... 

—6,000.00 

-1-5,000.00 

5,000.00 

-3,000.00 

11,000.00 

-3,000.00 

10,000.00 

1st Distribution 

0.00 

2,000.00 

8,000.00 

10,000.00 

Capital Accounts 

2rid Installment 

34,000.00 

43,000.00 

43,000.00 

120,000.00 

15,000.00 

Loss Apportionment 

35,000.00 

35,000.00 

35,000.00 

105,000.00 

Balances 

Allocation of A’s Deficit 

- 1,000.00 
+ 1,000.00 

8,000.00 

-500.00 

8,000.00 

-500.00 

15,000.00 

2nd Distribution 

0.00 

7,500.00 

7,500.00 

15,000.00 

Capital Accounts 

3rd Installment 

34,000.00 

35,500.00 

35,500.00 

105,000.00 

20,000.00 

Loss Apportionment 

28,333.33 

28,333.34 

28,3.3.3.33 

85,000.00 

Balances 

5,666.67 

7,166.65 

7,166.67 

20,000.00 

Srd Dish ibution 

5,666.67 

7,166.66 

7,166.67 

20,000.00 

Capital Accounts {loss) 

28,333.33 

28,333.34 

28,333.33 

85,000.00 


Fig. 24 


corporations is distinctive, just as the accounting for net worth in 
the case of partnerships is distinctive. Whereas partnerships are of 
common law origin, corporations are of statutory origin. This means 
that the manner in which capital stock is authorized and issued, 
and frequently the uses of, and limitations on the uses of, surplus, 
are determined by the law of the state in which the corporation 
secures its charter. Each of the forty-eight states has enacted general 
corporation laws which regulate in detail the manner in which 
incorporation is to be effected, the treatment to be given capital 
stock, and the manner in which invested capital is to be preserved. 
Since a Surplus account is employed in corporation accounting to 
record profits and distributions thereof, it is to be noted that many 
of the states provide in their general corporation laws for the regu- 
lation, to some extent, of surplus. 

Nature of Capital Stock. Since the capital stock system is the 
distinctive feature of the modern corporation, as regards account- 
ing procedure, it is in order to describe, first, what capital stock is 
and, second, the function which it performs. The purpose of capital 
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stock is to provide easily transferable units of ownership of relatively 
small denomination. Such units of ownership do not exist in the 
case of sole proprietorships and partnerships. Capital stock, being 
statutory in origin, must be authorized, issued, and redeemed in 
accordance with the law of the stale of incorporation. Each unit of 
capital stock is called a share, and may be of par or of no-par value. 
If the stock is par value stock, the amount of the par value is ex- 
pressed on the faee of the stock certificate, which is the stockholder's 
evidence of ownership of stock. A certificate may represent owner- 
ship of one or more shares of stock. If the stock certificate is of no- 
par value, there is no indication of its par value on the certificate, 
although some states provide for a minimum or stated value of the 
stock in the case of an issue on a no-par value basis. 

The amount of the authorized capital stock of a corporation can 
be increased only by securing an amendment to the charter. Stock 
issued in excess of the amount authorized is void; therefore, if 
normal growth requires an increased capitalization, necessary steps 
should be taken to secure the authorization of additional stock or of 
additional kinds of stock. 

Capital stock possesses certain characteristics which, when taken 
together, determine many of the advantages and disadvantages of 
incorporation. Perhaps the primary characteristic of capital stock is 
the limited liability feature. This means that when a stockholder has 
paid in full for his stock he cannot be subjected to any further 
assessment thereon; and in tire event of insolvency, his loss is 
limited to his investment in the stock of the insolvent corporation. 
Whereas this feature tends to limit the corporation’s credit, it tends 
to increase the corporation’s capacity to sell its capital stock. 

Capital stock is classified in various ways. Here it is necessary to 
discuss only the more fundamental classifieations. Ordinarily, stock 
is either common or preferred. If a corporation issues but one kind 
of stock, it is called common stock. If there are two or more classes 
of stock, the exact manner in which these are to be named depends 
upon the characteristics which they possess. One group of stock is 
necessarily common stock, while the one or more additional groups 
of stock are described by some such titles as first preferred stock, 
second preferred stock, and so on. Invariably, the common stock 
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carries greater risk than does the preferred stock; but counter- 
acting this risk there exists the possibility that the common stock 
will enjoy greater profit. The profit which accrues to the preferred 
stock is usually limited to a certain percentage of the par value of 
the preferred stock, or in the case of no-par preferred stock, to a 
specified number of dollars per share. Common stock carries the 
voting privilege. Each share entitles the holder to one vote. As a 
rule, preferred stock does not carry the voting privilege. 

Preferred stock may be preferred in various ways. Any privilege 
granted to preferred stock and withheld from the common stock is 
sufficient to distinguish it as preferred stock. Thus stock might be 
preferred as to dividends. This means that the preferred stock is 
paid a dividend at a specified rate before any dividend is paid on 
the common stock. Furthermore, stock preferred as to dividends 
may be either: (1) cumulative or noncumulative, (2) participating 
or nonparticipating. 

7. Cumulative and Noncumulative Stock. Cumulative stock is stock on 
which the special dividend on the preferred stock, if passed — i.c., 
not declared — in a given year, must be paid in some subsequent 
year, together with current dividends, before any dividend can be 
paid on the common stock. To illustrate: Suppose a corporation has 
outstanding 1100,000.00 of 6 per cent cumulative preferred stock. 
Owing to the fact that there is no available profit in a given year, it is 
necessary to pass the dividend. In the following year the net profit is 
$15,000.00. The preferred stock should receive $12,000.00 in divi- 
dends, i.e., $6,000.00 for the current year and $6,000.00 for the 
preceding year. This leaves $3,000.00 available for payment on the 
common stock. If this stock had been noncumulative, it would not 
have been necessary to pay more than the current year’s dividends, 
which would then have left $9,000.00 available for the common 
stock. It is evident that noncumulative preferred stock is not 
ordinarily a satisfactory investment, because of the likelihood of loss 
of all dividends in unprosperous years and because of the impossi- 
bility of recouping this loss in prosperous years. 

2. Pai ticipating and Nonparticipating Stock. Preferred stock is either 
participating or nonparticipating. In case of participating preferred 
stock, the preferred stock first receives its specified dividend, after 



42 Modern Practical Accounting-Advanced 

which it participates equally with the common in any further 
dividends which are declared. To illustrate: Assume that a corpora- 
tion has outstanding $100,000.00 common stock and $100,000.00 
6 per cent preferred participating stock. The preferred dividend of 
$6,000.00 is paid in a given year. There is sufficient surplus to pay a 
further dividend of 5 per cent on both the common and the pre- 
ferred stock. It is evident that the preferred stock participates 
with the common stock m the 5 per cent dividend. It is also 
evident that participating preferred stock is not definitely limited to 
a certain percentage of the profits, as is the case with nonpartici- 
pating stock. Nonparticipating preferred stock receives only its 
specified dividend and no more. 

By way of summary of the subject of preferred stock, it may be 
said that preference as to dividends is the more common distin- 
guishing feature. However, stock is sometimes preferred as to assets. 
This means that in case of dissolution, the investment of the pre- 
ferred stockholders is returned before anything is paid to the holders 
of common stock as a return on their investment. To summarize, 
preferred stock may afford the following rights: 

1 . Preference as to dividends. 

2. In case of cumulative preferred stock, the right to receive 
these dividends when earned. 

3. In case of participating preferred stock, the right to share in 
dividends equally with the common stock after the specified pre- 
ferred dividend is covered. 

4. In some instances, the enjoyment of a preference in case of 
dissolution. 

5. The right to vote, unless this right is specifically withheld. 

Par versus No-Par Stock. No-par stock is of relatively recent 

origin. The laws of the states have been amended to permit its 
authorization. The reason for the popularity of no-par capital stock 
appears to arise out of some of the defects of par value capital stock. 
Formerly, capital stock was regarded as a trust fund for the protec- 
tion of creditors, but the trust fund theory upon which this assump- 
tion was based is no longer recognized. The par value feature has 
been shown to possess certain disadvantages. One of the main 
disadvantages is the fact that it usually is impossible, legally, to 
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dispose of the stock at a discount. To circumvent the law on this 
point, certain subterfuges have been devised. Perhaps the best 
known of these subterfuges is the ovei’valuation of assets received in 
payment for the stock. 

It should not be inferred that par value stock is always disad- 
vantageous. In some instances, the par value feature is protective. 
This is true in particular where it is paid for in cash or in other assets 
which are valued on a conservative basis. Notwithstanding the 
irrelevancy of the trust fund theory, creditors do regard the invest- 
ment of the stockholders as reflected in the par value of the capital 
stock as a protective feature. 

If it is permissible in a given state to issue par value stock for less 
than its par value, it is said to be sold at a discount. This discount, 
however, is a contingent liability of the purchasers of the slock since, 
should the corporation become insolvent, the creditors may compel 
the payment of the discount. 

No-par value capital stock does not have attached to it any 
amount indicative of its value or indicative of the value at which it 
may be issued. As a consequence, there is no prescribed price below 
which it cannot be sold, except in those states where a minimum or 
stated value is required. Where such a minimum or stated value is 
fixed by law, the stock cannot be issued below such price. 

The chief advantage of no-par value stock appears to be the 
flexible way in which its selling price is established. It need not all 
be sold at the same price. Since the selling price may be high or low, 
there is not the same temptation to overvalue assets received in pay- 
ment as exists in the case of par value stock. 

Capital Stock on the Balance Sheet. The important facts 
relative to capital stock should be set forth in the balance sheet. 
These facts are as follows: 

1 . Number of authorized shares of each class of stock. 

2. Number of issued shares of each class of stock. 

3. Number of unissued shares of each class of stock. 

4. Essential facts relative to treasury stock. 

5. An indication as to the status of preferred stock, that is, 
whether cumulative or noncumulative, participating or non- 
participating. 
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6. The dividend rate applicable to preferred stock. 

Fig. 25 gives the setup of capital stock typical of the average 
balance sheet: 


Preferred Stock, 6 Per Cent Cumulative 

Authorized 4,000 Shares }f400,000.00 

Less Unissued, 1,000 Shares 100,000.00 

Issued $300,000.00 

Less Treasury Stock, 200 Shares 20,000.00 

Outstanding, 2,800 Shares $280,000.00 

Common Stock, no par 

Authorized 5,000 Shares 

Issued, 4,000 Shares $400,000.00 

Less Treasury Stock, 1000 Shares ^ $15.00. , . . 15,000.00 

Outstanding, 3,000 Shares $385,000.00 


Fig. 25 


Payment for Capital Stock. The purchaser of capital stock may 
pay for it in cash, or in the event of an understanding to that effect, 
in property, or in services. Sometimes payment is made in two or 
more of these. When payment is made other than in cash there 
arises the question as to the value of the property or services, or 
both, which are submitted in payment. It is in this connection that 
fraudulent practices sometimes occur. Par value stock ordinarily is 
required to be fuHy paid up, and it is assumed that the assets paid 
in are valued conservatively. Unfortunately, this is not always the 
case. The letter of the law is followed, but the spirit of the law is 
broken by placing an excessive valuation on the assets, that is, 
property or services, submitted in payment. The courts naturally 
hesitate to question the validity of transactions of this kind. It is 
usually left to injured creditors to question such transactions and, 
perhaps, to bring suit against the stockholders. 

In order to indicate how injustice may arise from the over- 
valuation of property and services submitted in payment for capital 
stock, assume that a corporation issues $100,000.00 of capital stock, 
each share having a par value of $100.00. Of this stock $25,000.00 
is sold for cash. The remaining $75,000.00 of this stock is issued in 
return for property and services which are overvalued to the extent 
of $50,000.00, its true worth being $25,000,00. In other words, the 
total assets received in payment are worth only $50,000,00, and the 
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capital stock is said to be watered to the extent of $50,000.00. It is 
evident that the stockholders who pay cash for their stock are 
seriously cheated, since the entire amount of the stock is really only 
50 per cent paid up. If the assets paid in were written down to their 
true value, the book value of each share of stock would be only 
$50.00. Creditors also may be injured since they look upon the 
capital stock as a fund to be kept intact for their protection. Owing 
to the fact that the values stated are fictitious, the creditors are 
injured; and they may find it impossible to compel the present 
stockholders to make good the deficiency resulting from the over- 
valuation of assets contributed years before by persons no longer 
stockholders. 

Incorporating the Enterprise. Incorporation may occur at the 
time of organization of the new enterprise, or it may occur in case 
of an existing sole proprietorship or partnership where it is desirable 
to change the form of organization. Where incorporation occurs at 
the inception of an enterprise, no serious accounting problems arise. 
It may or may not be desirable to make a formal journal entry for 
the amount of capital stock authorized. To illustrate, suppose that 
the X Corporation is incorporated with an authorized capital stock 
of $100,000.00, each share having a par value of $100.00. Assume 
also that $50,000.00 of this stock is immediately paid for in cash. 
One procedure is to make no entry for the amount of capital stock 
authorized, but simply to make an entry for the amount of capital 
stock presently sold. This entry may be as follows: 


June 7 , 19 — 

Cask 

Capital Stock ....... 

For sale of stock as follows: 

G. B. Lesser 

R. K, Best 

G, K. Arthur 


50,000,00 

50,000.00 


300 shares 

100 shares 
100 shares 


Sometimes it is desirable to debit Subscriptions account and 
credit Capital Stock Subscribed account before making the entry 
for the receipt of the cash. This is true particularly where an interval 
of time occurs between the date of the subscriptions and the date of 
the receipt of the cash. Assuming that the subscriptions are to be 
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entered as of June 1, but that the cash is not received until June 15, 
the entries are as follows: 


Jum 7, 19 — 

Subscriptions 

Capital Stock Subscribed 

For subscriptions to stock as Jollows: 

G, B. Lesser 

R. K. Best 

G. K. Arthur 

300 shares 
. 100 shares 

. 100 shares 

50,000.00 

50,000.00 

June 75j 19 — 


50,000.00 


Subscriptions. 

For payment in Jull jor the following stock: 

G. B. Lesser 

R, K. Best 

G. K. Arthur 

300 shares 
100 shares 
100 shares 

50,000.00 

June 15^ 19 — 

Capital Stock Subscribed 

Capital Stock 

For issue of capital stock, subscriptions being fully paid. 

50,000.00 

50,000.00 


When an existing enterprise is to be incorporated, the procedure 
depends on whether or not the books of the existing enterprise are 
to be continued in use. It will be assumed, in the following illustra- 
tion, that new books are to be opened for the corporation. 

B. D. Mortimer is the sole proprietor. He desires to incorporate. 
His balance sheet as of January 1, 19 — , is as shown in Fig. 26. 



B. D. Mortimer 



Balance Sheet 



as at January 1 , 19 — 


Assets 


Liabilities 


Cash 

. s 1,200.00 

Notes Payable 

1 1,000.00 

Accounts Receivable 

3,100.00 

Accounts Payable 

900.00 

Inventory 

8,000.00 



Building 

10,000.00 

Net Worth 


Delivery Equipment 

2,000.00 

B. D. Mortimer, Capital . . . 

23,600.00 

Furniture and J^ixtures , . . 

1,200.00 




$25,500.00 


$25,500.00 


Fig. 26 



Since incorporation requires at least three incorporators, Mor- 
timer persuades L. L. Bronson and T. K. Martin to become incor- 
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porators also. Each of these two men agrees to subscribe to 1 share 
of capital stock. The certificate of incorporation provides for an 
authorized capital stock of $50,000.00, each share having a par 
value of $100.00. There is to be issued at once $23,800.00 in capital 
stock, fully subscribed for as follows: 


B, D. Mortimer 236 shares 

L. L. Bronson 7 share 

T. K. Martin 7 share 

238 shares 


Mortimer pays for his subscription by transferring his business 
to the corporation. The other subscribers pay in cash. The entry to 
record the subscriptions to the capital stock is as follows: 

Jan. 1, 19— 

Subscriptions 23,800.00 

Capital Stock Subscribed 23,800.00 

To record subset iptions to the capital stock of B. D. Mortimer & 

Co. The charter pt avides for an authorized capntal stock of 
50,000.00, that is, 500 skates, each share having a par value 
of 100.00. 

The subscriptions are as follows; 

B. D. Mortimer 236 shares 

L. L. Bronson / share 

T. K, Martin 1 .diare 

238 shares 


The entry to record on the books of the corporation the transfer 
of the assets and the assumption of the debts of B. D. Mortimer, as 
well as the receipt of $200.00 from the two other incori^orators, 
is as follows: 


Jan. 1, 19— 

Cash 

1,400.00 


Accounts Receivable 

3,100.00 


Inventory 

3 , 000,00 


Building 

10,000.00 


Delivery Equipment 

2,000.00 


Furniture and Fixtures 

1,200.00 


Notes Payable 

1,000.00 

Accounts Payable 


900.00 

Subscriptions 


23,800.00 


For payment in full of subscriptions to capital slock. 
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The entry to record the issue of capital stock would be: 

Jan. 7, 79 — 

Capital Stock Subscribed 23,800.00 

Capital Stock 23^800.00 

For issue oj 238 shares oj Jully paid capital stock. 

After this entry and the one preceding it are posted, the balance 
sheet taken from the ledger of B. D. Mortimer & Go. is as shown 
in Fig. 27. 

B. D. Mortimer & Company 

Balance Sheet 

as at January 1, 19 — 


Assets 


Liabilities 


Cash 

.. $ 1,400.00 

Notes Payable 

$ 1,000,00 

Accounts Receivable 

. , 3,100.00 

Accounts Payable 

900.00 

Inventory 

. . 8,000.00 

Total Liabilities 

$ 1,900.00 

Building 

. . 10,000.00 

Met Worth 

Delivery Equipment 

. . 2,000.00 

Authorized Com- 


Furniture and Fixtures. . . 

. . 1,200.00 

mon Stock. . . . 3550,000.00 
Less Unissued . 26,200.00 

Common Stock Outstanding 
Total Liabilities and Net 

23,800.00 

'Total Assets 

.. $25,700.00 

Worth 

$25,700.00 


Fig. 27 


It is desirable to close properly the books of Mortimer, the sole 
proprietor. This is accomplished by means of the following entries: 


Jan. 1, 19— 

Accounts Payable 900.00 

Motes Payable 1,000.00 

Capital Stock of B. D. Mortimer Gf Co 23,000.00 


Cash 

Accounts Receivable 

Inventory 

Building 

Delivery Equipment 

Furniture and Fixtures 

For transfer of assets to B. D. Mortimer Sf Co. and assumption 
of liabilities by B. D. Mortimer & Co. 


1,200.00 

3.100.00 
6 ) 000.00 
10,000.00 

2,000.00 

1 . 200.00 


The final entry to close the books of B. D. Mortimer is: 


Jan. 1, 19 — 

B. D. Mortimer, Capital 23,000.00 

Capital Stock of B. D. Mortimer & Co... 23,600.00 


For transfer of stock of B. D. Mortimer & Co. to B. D. Mortimer. 



Chapter 3 

FINANCIAL STATEMENTS 


Uses of Financial Statements. Accounting systems are of little 
value unless they result in informative statements. In an industrial 
society such as exists in the United States, attention is being given 
constantly to statements which are supposed to reflect the progress 
and condition of business enterprises. It is to be regretted that these 
statements have not always been as complete and as informative as 
they should have been. Sometimes they are defective through lack 
of an understanding of accounting principles, sometimes as the 
result of an intention to deprive the investing public of the informa- 
tion to which it is entitled. 

The development of a situation frequently unfavorable to in- 
vestors has led to various attempts on the part of the government to 
remedy the situation- The blue-sky laws were an indication of the 
trend in this respect. In a sense, the establishment of the Securities 
and Exchange Commission may be said to be the result of agitation 
in favor of better financial statements. 

Basically, there are two financial statements, namely, the bal- 
ance sheet and the profit and loss statement. Not infrequently, 
however, these basic statements are supplemented by others in- 
tended either to amplify them or to supply additional data. The 
balance sheet is essentially the statement which reflects the state of 
an enterprise at a given time. For this reason it is customary to head 
a balance sheet “as at” December 31 or “as at” June 30. The profit 
and loss statement, on the other hand, is intended to show develop- 
ments occurring over a given period of time. If the accounting 
period is one year, the profit and loss statement indicates what the 
revenue and expense are for the year in question. Thus if the ABC 
Corporation closes its books yearly on December 31, the profit and 
loss statement reflects income and expense for the year ending 
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December 31, while the balance sheet reflects the financial status of 
the corporation as at December 31. 

Derivation of Financial Statements. Each enterprise develops 
its own technique relative to the problem of devising financial 
statements from its accounting records. To a certain extent, how- 
ever, this procedure may be standardized. Some enterprises would 
do well to reconsider the technique which they follow in this respect, 
Some concerns employ the working paper method of closing their 
books, and therefore secure from the working paper all, or practi- 
cally all, of the information required in setting up the balance sheet, 
profit and loss statement, and certain supplementary statements, 
such as the statement of surplus, as well as certain schedules ampli- 
fying the balance sheet and the profit and loss statement. 

Some enterprises reject the working paper method of closing 
books in favor of the plan whereby the adjusting and closing entries 
are made directly in the journal without any preceding work, other 
than the mere arithmetic computations of the amounts involved in 
the various entries. On the whole, this plan of procedure is less 
satisfactory, because there is no preliminary check on the accuracy 
of the entire procedure such as exists when the working paper 
method of closing is employed. 

Accuracy in financial statements necessarily depends on accu- 
racy in the records from which the statements are derived. While it 
is impossible to indicate any close relationship between the manner 
in which the statements are derived from the records and the 
accuracy and comprehensiveness of the statements themselves, there 
is undoubtedly some connection. Satisfactory classification of ledger 
accounts is essential to satisfactory classification of items in the 
balance sheet and in the profit and loss statement. It is important 
that the method of closing the books be such that the marshaling of 
these items in the balance sheet and profit and loss statemcirt be 
accomplished with the least effort. 

Construction of Financial Statements. Balance Sheel. The bal- 
ance sheet has been defined in various ways. Dicksee, noted English 
accountant, says it is a statement of opinion. Lisle, another English 
authority, in greater detail, defines it as “a concise statement com- 
piled from the books of the concern which have been kept by 
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double-entry, showing on the one side all the liabilities and on the 
other all the assets of the concern at a particular moment of time.” 
Both of these definitions are subject to criticism, although both are 
essentially true statements. For instance, a balance sheet may be 
prepared frofn systems other than double-entry books. It is possible 
to prepare a balance sheet from single-entry records. In fact, it is 
possible to prepare a balance sheet from memoranda which are not 
kept in the form of an organized system of records. Moreover, 
although it is true that some of the items in the balance sheet are to 
a greater or lesser extent based on opinion, many of the items are 
essentially statements of fact. The amount of actual depreciation is 
to some extent a matter of opinion; on the other hand, the amount 
of cash on hand and in the bank is essentially a matter of fact to be 
determined by counting. Lisle’s definition is not sufficiently detailed 
to indicate what may be expected to be found in the balance sheet. 
It makes no mention of the classification of either liabilities or of 
assets. It does not mention net worth, but apparently assumes that 
net worth is merely one subdivision of liabilities. Modern account- 
ing practice requires a more detailed classification of assets and of 
equities than can be inferred from Lisle’s definition. The equities 
are of two essentially different types, namely: {a) those which take 
the form of direct liabilities, and {b) those which take the form of 
proprietorship, or net worth. Furthermore, no inkling is found in 
these definitions of certain fundamental groupings of assets and of 
liabilities which should appear in every balance sheet prepared for 
practical purposes. 

Essentially, the balance sheet is a statement of financial condi- 
tion and should present in sufficient detail all facts relative to assets, 
liabilities, and net worth to enable the reader of the balance sheet 
to gain an adequate picture of the concern’s financial status. If an 
enterprise is in a financially sound condition, this should be indi- 
cated with reasonable clearness in the balance sheet. If an enter- 
prise is insolvent, this should be evident from a study of the balance 
sheet. 

A balance sheet cannot do more than picture the financial 
condition of an enterprise at a given date. If it is necessary to study 
the changes which have occurred over a stated period of time, two 
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or more successive balance sheets may be required; and it may be 
necessary to supplement these with a study of intervening profit and 
loss statements. 

In some instances, reliance has been placed on balance sheets to 
the injury of bankers or other creditors. But not all of the failures of 
balance sheets to warn bankers and investors of prospective disaster 
might have been avoided. In regard to its financial condition, every 
enterprise is subject to constant change; sometimes values are 
destroyed as a result of new inventions, new customs, new laws, or 
new discoveries. The accountant may not always be able to detect 
unfavorable trends at the moment of their origin. It is in this con- 
nection that there necessarily enters an element of judgment. The 
exactitude of expression relative to financial facts found in financial 
statements frequently misleads those who do not realize that finan- 
cial statements are at best approximations of the facts, and that a 
constant study of business trends should always be made to supple- 
ment and modify historical records. 

To a considerable extent the form and arrangement of a bal- 
ance sheet must be made to depend upon the purpose for which it 
is prepared. A general purpose balance sheet is one intended to 
fulfill as many functions as possible. A special purpose balance 
sheet is one devised to meet a particulcur demand such, for example, 
as that of the banker who is considering the extension of a line of 
credit to the concern in question. 

Form of the Balance Sheet. The form which the balance sheet 
should take in a given instance is based on several factors. Not the 
least of these is the medium in which the balance sheet is to be ex- 
pressed. Thus if a balance sheet is to appear in a printed report, the 
size and shape of the printed page is a factor to be considered. 
Relative to the physical limitations of the medium of publication, 
the balance sheet is likely to be cast in one of two forms, namely, (a) 
the report form, or {b) the account form. In the report form of the 
balance sheet, the assets are placed above and the liabilities and net 
worth below. This arrangement is illustrated in Fig. 28. 

The same data which appears in the report form of the balance 
sheet in Fig. 28 appears in the account form of the balance sheet 
in Fig. 29. 
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J. B. West 

Balance Sheet 


as at March 31, 19 — 
Assets 


Current Assets: 

Cash 

Merchandise 

Accounts Receivable 

Fixed Assets: 

Buildings $8,000.00 

Less Reserve for Depreciation 2,000.00 

Delivery Equipment 2,000.00 

Less Reserve for Depreciation 500.00 

Investments 

Dejerred Assets: 

Prepaid Insurance 


$ 200.00 
6,000.00 
4,000.00 


6,000.00 

1,500.00 


Liabilities 


Current Liabilities: 

Notes Payable $2,000.00 

Accounts Payable 3,000.00 

Fixed Liabilities: 

Mortgages 


Net Worth 

J. B. West, Capital 


Fig. 28 


$10,200.00 


7,500.00 

3,000.00 

600.00 

$21,300.00 


$ 5,000.00 

3,000.00 

13,300.00 

$21,300.00 


Asset Classification. Consideration of the balance sheets shown 
in Figs. 28 and 29 shows what is generally regarded to be the funda- 
mental classification of assets. This subdivision of a.ssets is simply the 
reflection of the groups into which assets normally fall. It is the 
outcome of the nature of business. The characteristics of these sub- 
divisions of assets are explained below. 

/. Current assets are those which in the normal course of business 
pass through the cash stage at relatively frequent intervals. Cash 
itself is also a current asset. The nature of current assets is such that 
they are liquidated normally in less than one year. For example, 
merchandise should be sold out, on an average, from two to fifteen 
times yearly, depending on the nature of the business. Accounts 
receivable should be collected monthly. It is evident, therefore, that 
all current assets pass through either two or three stages. There are 
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two stages where merchandise is sold for cash. There are three stages 
where the merchandise is sold on account, namely, cash, merchan- 
dise, and accounts receivable. Viewed from a long-term point of 
view, this process is true also of fixed assets; but there is a distinct 
difference which it is not difficult to recognize. Fixed assets, al- 
though they arc ultimately converted into cash, are not sold but are 
worn out in service. 

2. Fixed assets^ as indicated, are characterized by the fact that 
they are consumed or worn out in operation. To illustrate, take the 
case of a building which cost 1100,000.00, has an estimated life of 
twenty years, and an estimated salvage value of zero. Gash is ex- 
pended in the construction or purchase of the building. Over a 
period of 25 years the building is gradually consumed in service. 
For this service the enterprise which owns the building receives, 
presumably, enough cash to pay not only current expenses of opera- 
tion but also to serve as a recompense for the depreciation of the 
building. If the building depreciates |4,000.00 each year, this loss 
in value should be offset by an accumulation of cash, or some other 
form of current assets. At the end of the 25-year period there should 
be sufficient cash available to reconstruct the asset. Thus it is seen 
that over long periods of time, fixed assets also are gradually realized 
in the form of cash. 

Owing to the essential difference between current assets and 
fixed assets, they should be shown separately on the balance 
sheet. 

3. Investments of a permanent character are clearly differentiated 
from other balance sheet items. Temporary investments are properly 
regarded as current assets, but permanent investments should be 
shown separately in the balance sheet. As a rule, the purpose of a 
permanent investment is to make possible the profitable use of funds 
not likely to be needed in connection with operations for a long 
time. Temporary investments, which are current assets, are in- 
tended to absorb, temporarily, amounts of excess cash. 

4. Deferred assets are sometimes shown as current assets. This is 
incorrect, since they are not converted directly into cash as are 
current assets. Indirectly, of course, they are converted into cash, 
but only after having been absorbed as indirect items of cost. 
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Liability Classification. The classification of liabilities in the 
balance sheet is simply the outgrowth of the character of these 
liabilities, and of the relationship which they bear to the assets. The 
two divisions of liabilities are explained below. 

1. Current liabilities, under a somewhat arbitrary rule of thumb, 
are assumed to include all debts which mature within one year from 
the date of the balance sheet. These current debts must be liquidated 
as they mature, and the means of accomplishing their liquidation 
must be found in the current asset division of the balance sheet. 
Much skill must be exercised in order to maintain a favorable ratio 
of current assets to current liabilities. Economy of treatment might 
justify keeping the current assets merely on an equality with the 
current liabilities; but safety in business requires that there be, at all 
times, a reasonable excess of current assets over current liabilities. 
The ratio of current assets to current liabilities is known as the work- 
ing capital ratio. Thus if current liabilities amount to S20,000.00 
and current assets amount to $60,000.00, the working capital ratio 
is said to be three to one. No standard can be established in this 
respect. In some lines of business a working capital ratio of two to 
one might be adequate; in other lines of business it might be 
regarded as unsafe. 

2. Fixed liabilities are those whose matmdty date falls more than 
one year hence, such as bonds of corporations, mortgages of part- 
nerships and sole proprietorships, and notes, when these have rela- 
tively distant maturity dates, i.e., in excess of one year. So-callcd 
short-term notes of corporations usually run from 2 to 5 years from 
date of issue. Whether or not bonds and notes, which are properly 
classed as fixed when issued, should be treated as current when they 
approach maturity, depends on conditions. If a sinking fund is 
provided for their liquidation, they should not be transferred to the 
current liability section of the balance sheet, because their payment 
will not affect the amount of working capital. If, however, no special 
fund is thus set aside to liquidate the debt, it obviously must be paid 
out of working capital and so should be treated as a current liability. 

Net Worth Classification, It is customary to show net worth on 
the liabilities side of the balance sheet. This is proper since net 
worth is an equity, not an asset. Unfortunately, it is sometimes 
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looked upon as being a liability. Net worth must be carefully distin- 
guished from true liabilities. True liabilities mature and must be 
liquidated. Net worth does not mature and hence, if liquidated, the 
procedure is entirely voluntary; in fact, net worth cannot be liqui- 
dated, except to a certain extent, without jeopardizing the rights 
of creditors. 

The classification of net worth to be made in the balance sheet 
depends primarily on the nature of the enterprise, that is, whether it 
is a sole proprietorship, a partnership, or a corporation. In a sole 
proprietorship there is but one account, namely, the Capital ac- 
count of the owner. In a partnership there are as many Capital 
accounts as there are partners. In a corporation there is one or more 
Capital Stock accounts and a Surplus account, the latter showing in 
more or less detail the origin and classification of the different kinds 
of surplus. 

Reserves in the Balance Sheet. The classification of reserves in 
the balance sheet depends upon their nature. Although there is some 
difference of opinion among accountants, it is a fairly general cus- 
tom to regard reserves as divisible into three groups, namely, valua- 
tion reserves, liability reserves, and surplus reserves. 

The purpose of valuation reserves is to supplement certain asset 
accounts. They supplement these asset accounts by recording the 
estimated decrease in the value of these assets. As a rule, the asset 
account records the cost of the asset, and the valuation reserve 
records the estimated depreciation of the asset. The best illustra- 
tions of valuation reserves are the reserve for bad debts, which 
evaluates accounts receivable, and the reserve for depreciation, 
which evaluates fixed assets such as buildings, furniture and fixtures, 
and delivery equipment. Although valuation reserve accounts ap- 
pear with credit balances in the ledger, it is customary to show them 
as deductions from the assets to which they relate in the balance sheet. 

The use of liability reserves is limited to the expression of debts, 
the amount of which is subject to future adjustment. An illustration 
is the Reserve for Income Taxes account, since, at the closing date, 
it may be impossible to state with exactitude the amount of such 
taxes accrued. Hence the word reserve is used to express the uncertain 
character of the debt. Sometimes the use of reserves in this connec- 
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tion is avoided. Thus some such caption as Provision for Income 
Taxes account may be employed. The trend seems to be away from 
the use of the reserve account in this connection. In any event, 
whether the word leserm is employed or not, the liability should be 
shown in the current liability section of the balance sheet. 

Surplus reserve accounts represent divisions of net worth, being 
amounts carried from the Surplus account to special accounts, the 
purpose of which is to show that surplus has been earmarked for a 
special purpose. The Reserve for Contingencies account is an illus- 
tration. Suppose that it is decided to set up a Reserve for Contin- 
gencies account of $100,000.00. The journal entry required is; 

Surplus . . . • lOOyOOO.OO 

Reserve for Contingencies ... . • 700,000 00 

To set up a Reserve for Contingencies account per resolulton of 
board of directors dated 

This entry does not change essentially the amount of the surplus; 
it merely segregates a portion of the surplus. It is not like the transfer 
of a given sum from the Surplus account to the Dividends Payable 
account when a dividend is declared; in such cases surplus is re- 
duced, and current liabilities are increased. The Reserve for Con- 
tingencies account and other reserve accounts which represent net 
worth should be shown in the net worth section of the balance sheet. 

Philosophy of Balance Sheet Construction. Perhaps the basic 
theory upon which the modern balance sheet is constructed is to the 
effect that assets and equities shall be arranged in the order of 
liquidity. There are exceptions to this rule, but the trend favors the 
rule. One naturally expects, when glancing at a balance sheet, to 
find the current assets and the current liabilities placed, respectively, 
at the top of the left and right sides of the balance sheet. Below 
these, in so far as the application of the rule permits, arc listed on 
the asset side, in the order of liquidity, the fixed assets, investments, 
and deferred charges, and on the liabilities side the fixed liabilities 
and net worth. Inasmuch as the proceeds from the disposal of assets 
will be used to pay off liabilities, it is logical to arrange the assets on 
the balance sheet in the order of their liquidity and liabilities in the 
order of their claim upon the assets. Perhaps the most notable excep- 
tions to this rule are found in the balance sheets of some public 
utility companies and of a few industrial and financial concerns. 
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Uses of Balance Sheets. Balance sheets have a variety of uses. 
These vary widely in different instances. The personal balance sheet 
of the salaried man is strictly a private affair, is not published, and 
may never be submitted to the scrutiny of other people. On the 
other hand, the balance sheets of such corporations as the American 
Telephone and Telegraph Company and the United States Steel 
Corporation are sent to hundreds of thousands of stockholders and 
are examined by many analysts, statisticians, and authorities, such 
as the stock exchanges on which the stocks of these corporations 
are listed. 

Frequently it is necessary, in the construction of balance sheets, 
to conform to the requirements of governmental or other super- 
visory bodies. Thus if a corporation submits its statements to the 
Securities and Exchange Commission in order to fulfill its require- 
ments relative to the sale of securities, it must conform to the Com- 
mission’s requirements. Balance sheets submitted as a part of a 
corporation’s income tax return must conform to the requirements 
of the Treasury Department. 

The National Association of Credit Men, which is concerned 
primarily with the extension of short-term credit, has given much 
attention to the classification of current af?sets and current liabilities. 
The various purposes for which balance sheets are prepared may be 
outlined briefly as follows; 

1 . Management 

2. Reports 

a) Stockholders and investors 

b) In connection with taxation 

c) In connection with regulation by commissions or other governmental 
agencies 

3. Credit 

a) Short-term 

b) Long-term 

Construction of Financial Statements. Profit and Loss State- 
ment. What is here termed the profit and loss statement is modified in 
actual practice as to its title, sometimes to coincide with the opinion 
of the compiler, sometimes to conform with custom. Thus the profit 
and loss statement, in the case of a manufacturing enterprise, per- 
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forms essentially the same purpose as the income and expense 
statement of a hospital. 

Essentially, two groups of facts must be expressed in the profit 
and loss statement, whatever its exact title may be. The first group 
of facts relates to income, revenue, or earnings. The second group of 
facts relates to expenses, or costs of doing business. The principles 
of classification must be so applied to these facts that the reader to 
whom the profit and loss statement is submitted will be able to 
derive comprehensive information relative to the period’s progress, 
as reflected in the figure of net profit. In this connection, wide varia- 
tions in procedure exist. There is still considerable lack of uniformity 
in terminology. Experts are not agreed as to the exact meaning of 
the word “profit.” Moreover, there are various kinds of profit, such 
as gross profit, net profit, operating profit, and nonoperating profit. 
Generally speaking, the following definitions will serve to describe 
the types of profit. Gross profit is the difference between net sales and 
cost of goods sold. Operating profit refers to the profit secured from the 
operation of the business in its regular channels and can be calcu- 
lated by deducting from gross profit all expenses connected with 
obtaining the sales, such as selling and general expenses. Nonoper- 
ating profit is that profit which accrues to the business from sources 
other than the regular enterprises of the business, such as income on 
investments, rentals, and profits from the disposal of fixed assets. 
Net profit is the final gain accruing to the business after all expenses 
have been deducted from gross profit, plus all other income. 

There is a tendency on the part of those interested in the financial 
progress of an enterprise to adopt a terminology more or less pecul- 
iar to the enterprise. It is true that there are various influences 
tending toward standardization of form and terminology in finan- 
cial statements. These do not and probably should not prevent 
variations intended to meet the special requirements of given 
concerns. 

Profit and Loss Statement. Account Form. The profit and loss 
statement is shown in either the account form or the report form, or 
both. In elosing the books it is necessary to set up in the ledger some 
form of a profit and loss accoimt; in its simplest arrangement this 
consists of one section, known as the Profit and Loss account. Fre- 
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quently, however, it is divided into two or more sections. In pre- 
paring reports, the profit and loss statement may be presented in 
essentially the same form in which it appears in the ledger. Note, 
however, that it is then called a statement, not an account. In Fig. 30 is 
shown a profit and loss statement for the X Corporation for the year 
ended December 31, 19 — . 


X Corporation 

Profit and Loss Statement 
Y ear Ended December 31, 19 — 


Manufacturing Section 


Materials 

70,000.00 Balance, Cost to Manufacture . . . 

249,000.00 

Labor 

85,000.00 


Overhead: 

Indirect Labor 

50,000.00 


Power 

20,000.00 


Supplies 

10,000.00 


Depreciation 

14,000.00 



249,000.00 

249,000.00 

Balance, Cost to Manufacture . . 

Trading Section 

249,000.00 Sales 

500,000.00 

Finished Goods January t 

42,000.00 


Less Finished Goods December 31 

291,000.00 

44,000.00 


Cost Goods Sold 

247,000.00 


Salesmen's Salaries 

36,000.00 


Advertising 

26,000.00 


Other Selling Expenses 

23,000.00 


Balance, Gross Trading Profit . . 

168,000.00 



500,000.00 

500,000.00 

Interest Expense 

Financial Section 

7,000.00 Balance, Gross Trading Profit . . 

168,000.00 

Balance, Net Profit 

163,000.00 Interest Income 

2,000.00 


170,000.00 

170,000.00 


Appropriation Section 

163,000.00 Balance, Net Profit 163,000.00 

163,000.00 163,000.00 


Surplus 
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The same data which is presented in account form in Fig. 30 is 
presented in statement form in Fig. 31. 

X Corporation 

Profit and Loss Statement 

Year Ended December 31, 19 — 


Sales 500,000.00 

Less Cost of Goods Sold: 

Alaienal - . . 70,000.00 

Labor 85,000.00 

Overhead: 

Indirect Labor 50,000.00 

Power 20,000.00 

Supplies. 10,000.00 

Depreciation 14,000.00 

249,000.00 

Less Increase in Finished Goods Invent oty 2,000.00 247,000.00 

Gross Profit 253,000.00 

Less Selling Expenses: 

Salesmen’s Salaries 36,000.00 

Advertising 20,000.00 

Other Selling Expense 23,000.00 85,000.00 

168,000.00 

Less Interest Expense 7,000.00 

161,000.00 

Add Interest Income 2,000.00 

Jlet Profit, Year Ended December 31, IS — 183,000.00 


Fig. 31 


In Figs. 30 and 31 some details sometimes found in the state- 
ment of profit and loss are omitted. The purpose here is to present 
only enough details to enable the reader to compare the essential 
features of the two forms. The report form (Fig. 31) is the one 
commonly employed in published reports. The report form is more 
easily reproduced on the typewriter than is the account form, and to 
the layman unskilled in accounts it is probably more understandable. 

Attention is called to the method of handling inventory in Fig. 
31. The difference between the opening inventory and the ending 
inventory is calculated, and this difference is added or subtracted, 
as the case may be, in the Cost of Goods Sold section. For example, 
the opening inventory was 542,000.00 and the ending inventory is 
$44,000.00, an increase of $2,000.00. Of total goods handled, all 
have been sold but $2,000.00; hence, the $2,000.00 is subtracted 
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to find Cost of Goods Sold. Had there been a decrease in inven- 
tory, the decrease would be added to find Cost of Goods Sold. 

In practice, there are many variations in the construction of the 
profit and loss statement. These variations extend from general 
form and arrangement to details of classification. Some concerns go 
farther than others in the matter of expense apportionment. To 
illustrate, consider depreciation. It is evident that a correct appor- 
tionment of depreciation expense would require its distribution to 
the manufacturing, selling, and administrative sections. Frequently, 
owing to lack of refinement in treatment of depreciation, it is shown 
in only one, or possibly two, of the expense divisions. In case of a 
manufacturing plant, it is likely to be found only in the manufac- 
turing expense division. Sometimes, however, it is shown elsewhere 
as a separate item. Other items concerning which there is difference 
of opinion regarding their treatment in the profit and loss statement 
are: (1) bad debts, (2) taxes, (3) cash discounts. 

1 . The item of bad debts is not treated uniformly. Sometimes it 
is listed as a selling expense, sometimes as a financial expense, and 
sometimes as an administrative expense. The correct treatment 
depends on circumstances. Usually it should be treated as an ad- 
ministrative expense; but conditions may justify different treatment. 

2. The tax expense item should be prorated on the basis of 
principles similar to those which govern the proration of deprecia- 
tion. 

3. Cash discounts arc properly regarded as those fixed at 2 per- 
cent or less on the amount of the transaction. Discounts in excess of 
2 per cent are properly regarded as trade discounts given to effect 
price adjustments. Usual cash discount terms are 2 per cent if pay- 
ment is made within 10 days from date of the sale. If this discount is 
not taken, the purchaser is allowed 20 days longer in which to make, 
payment of the amount of the invoice. If he fails to pay within 30 
days from date of purchase he may be charged interest at a specified 
rate on the amount of the purchase. There are, of course, varia- 
tions as to the terms of the discount. Accountants generally regard 
cash discounts as financial in character, and therefore show them in 
the financial section of the profit and loss statement. Some authori- 
ties, however, regard cash discounts as a reduction of purchases. 



Chapter 4 

THEORY OF ACCRUALS— 
ADJUSTMENTS 


Meaning of the Word “Accrual.” Little consideration is re- 
quired to show that certain items of expense and certain items of 
income accrue proportionately to the passage of time. Illustrations 
of these are: interest expense, interest income, insurance expense, 
rent expense, rent income, and other items. This is because the 
use derived from borrowed money, or insurance, or rented proper- 
ties, is assumed to be equal for equal periods of time. Thus if one 
borrows $100.00 for one year at 6 per cent, it is assumed that equal 
benefit is received each day in the year from the use of the money, 
This, of course, may not be the case, since the money may be idle 
part of the time and used part of the time, or it may not be used at 
all. Nevertheless, the creditor, in making the loan, sacrificed all 
possibility of using the money for a period of one year. In view of 
the circumstances, it is evident that no other rule could be applied 
than the one which regards interest expense as evenly distributed 
over the period for which the loan runs. The same is true, of course, 
of interest income. 

If one secures the use of a building by renting it for one year at 
an annual rental of $600.00, it is reasonable to assume that the rent 
expense each month is $50.00. This assumption applies to both 
tenant and landlord, the tenant’s rent expense being $50.00 monthly, 
and the landlord’s rent income being also $50.00 monthly. 

The theory of accruals, as explained, is made to serve as the basis 
for certain periodic adjustments on the accounting records. As has 
been learned, it is customary to close the books at the end of the 
accounting period, usually the year. It is at this closing date that it 
becomes necessary to make such adjusting entries as are required to 
express the facts relative to accruals, as well as to deferred income 
and deferred expense. 
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The principles which govern the treatment of deferred items are 
essentially the same as those which govern the treatment of accruals. 
Deferred items represent prepayments. This is illustrated in the 
case of prepaid insurance and in the case of prepaid income, such as 
that received in advance by publishers in the form of magazine 
subscriptions. 

There are certain items of expense which are governed by essen- 
tially the same rules as were explained above in connection with 
interest and rent. In particular, depreciation expense and bad debts 
expense may be noted. There are differences of opinion as to the 
manner in which depreciation expense accrues. In this country, the 
popularity of the straight-line method of depreciation indicates a 
belief that equal amounts of depreciation occur in equal periods of 
time. There is perhaps less reason to assume that bad debts expense 
accrues in the same manner as do interest and depreciation. Where, 
however, a large number of accounts are involved, the law of aver- 
ages applies and it is reasonable to assume that bad debts expense _ 
accrues at a fairly uniform rate. 

A technique has been developed by accountants whereby reason- 
ably accurate expression, on the books, of the facts relative to in- 
come and expense resulting from accruals and from the realization 
of deferred items may be effected. The purpose of this chapter is to 
explain and illustrate the adjusting entries employed for that 
purpose. In this connection it may be noted that adjusting entries 
are required in connection with inventories in order to arrive at 
such figures as cost of goods manufactured and cost of goods sold. These 
adjustments will be considered in the following order; 

1. Accruals 

a) Expenses 

b) Income 

2. Deferred Items 

a) Assets 

b) Liabilities 

3. Inventories 

Accruing Expenses. Interest and insurance will be considered 
here. Assume that on September 1, 19 — , John Smith borrowed 
$1,000.00 on a note bearing interest at 6 per cent, the interest pay- 
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able semiannually, September 1 and March 1 . If John Smith closes 
his books on December 31, it is necessary to make an adjustment for 
four months’ interest expense accrued. This amounts to $20.00. The 
adjusting entry required is as follows; 

Dec. 31, 19— 

Interest Expense 20.00 

Interest Accrued 20.00 

For interest accrued on 7.^000.00 note^ interest payment dates being 
September 1 and March. 1. 

This entry being posted, there appears in the Interest Expense 
account a debit item of $20.00 and in the Interest Accrued account 
a credit item of $20.00. Through the closing process, the balance in 
the Interest Expense account is carried to the Profit and Loss ac- 
count, and the Interest Expense account is thus closed. The balance 
in the Interest Accrued account, however, remains open, being a 
liability. 

Either of two possible procedures may be followed. One proce- 
dure is to make what is known as a post-closing entry, as follows: 

Jan. 1, 79— 

Interest Accrued 20.00 

Interest Expense 20.00 

To reverse adjusting entry jar interest expense accrued. 

If this procedure is followed, the accounts relating to interest 
now appear as follows; 


19— 
Dec. 31 . 


Interest Expense 
19 — 

20.00 Dec. 31 Profit and Loss 20.00 

19— 

Jan. 1 Interest Accrued. . 20.00 


Interest Accrued 

19— 19— 

Jan. 1 1nterest Expense 20.00 Dec. 31 . 


When, on March 1, 19 — , John Smith pays six months’ interest, 
the entry is as follows: 

March 1, 19 — 

Interest Expense 30.00 

Cash 

For payment of 6 months’ interest on loan of 1,000.00 at 6 per cent. 


30.00 
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It is evident that this leaves in the Interest Expense account a 
balance of $10.00, which represents the amount of interest accrued 
from January 1 to March 1. 

The other possible procedure is to make no post-closing entry on 
January 1, in which case the accounts appear as follows: 

Interest Expense 

19 - 19 - 

J)ec, 31 20.00 Dec. 37 Profit and Loss 20.00 

Interest Accrued 

19 — 

Dec, 31 20,00 

The entry on March 1, when Smith pays six months’ interest, is 
as follows : 

March 19 — 

Interest Accrued 20.00 

Interest Expense 10.00 

Cash 30.00 

For payment of six months' interest on loan of f 000.00 at 6 per cent. 

Consideration of these two methods of handling accruals will 
show that they accomplish the same result. Which method should 
be employed depends largely on custom. The method involving the 
use of the post-closing entry is to be preferred, as a rule, since it 
simplifies the procedure when actual payment is made. The entire 
amount of the payment is charged to Interest Expense account; 
under the other method, two accounts must be charged, Accrued 
Interest account and Interest Expense account. 

Insurance is purchased by the method of prepayment, usually 
for a period of 1, 3, or 5 years. After its purchase, it is said to expire 
with the expiration of time. Assume that James Lord purchases fire 
insurance for three years, the premium being $360.00. There are 
two ways in which the payment of the premium may be recorded; 
it may be charged to a Prepaid Insurance account, or it may be 
charged to an Insurance Expense account. Assuming that the 
insurance is purchased on January 1, 19 — , and that it is charged to 
a Prepaid Ipsurance account, the appearance of the account there- 
after is as follows: 

Prepaid Insurance 

19 — 

Jan. 1 ... , , 360,00 
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At the end of the year, the adjusting entry required is as follows: 
Dec, 31 i 19 — 

Insurance Expense 120.00 

Prepaid Insurance 120.00 

Insurance expired for one year. 

After this entry is posted, the Prepaid Insurance account ap- 
pears as follows; 

Prepaid Insurance 

19— 19— 

Jan. 7 360.00 Dec. 31 Insurance Expense 120.00 

This account expresses the true status of the Prepaid insurance, 
namely, a balance of $240.00. No post-closing entry is required 
under this plan of accounting for prepaid insurance. The alterna- 
tive method of accounting for insurance is to charge the amount of 
the premium to an Insurance Expense account. If, under the condi- 
tions mentioned above, this were done, the adjusting entry on 
December 31, 19 — , would be; 

Dec. 31, IQ- 

Prepaid Insurance 240.00 

Insurance Expense 240.00 

To adjust Jot prepaid insurance. 

In the process of closing, the Insurance Expense account is 
balanced; but it is necessary to maJee a post-closing entry to transfer 
the amount of the prepaid insurance from the Prepaid Insurance 
account to the Insurance Expense account, as follows: 

Jan. 7, 10— 

Insurance Expense 240.00 

Prepaid Insurance 240.00 

To transfer prepaid insurance to the Insurance Expense account. 

The Insurance Expense account and the Prepaid Insurance 
account now appear as follows: 

Inauraace Expense 

19— 19— 

Jan. 1 Cash 360.00 Dec. 31 Prepaid Insurance 240.00 

Dec. 31 Profit and Loss 120.00 


360,00 

Jan. 1 Prepaid Insurance 240.00 

Prepaid Insurance 


360.00 


19 - 


19 — 


Dec. 31 Insurance Expense 240.00 Jan. 1 Insurance Expense 240.00 
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Accruing Income. Perhaps the best illustration of accruing in- 
come is found in the case of interest on investments. To illustrate, 
assume that on March 1, 19 — , E. G. McGowen purchases a 
11,000.00 bond, bearing 6 per cent interest, at par. It is evident that 
interest will accrue for 6 months, when it will be received in cash, 
$30.00, on September 1. It may be assumed that there is no occa- 
sion to make an adjusting entry for interest accrued during this 
6 months’ period, because McGowen closes his books on December 
31. On December 31 there will have accrued four months’ interest, 
or $20.00. The adjusting entry for this is as follows: 

Dec. 31, IQ— 

Iniiresi Accrued 

Interest Income 

For interest income accrued on 1,000.00 6 per cent bond. 

When this entry is posted, there appears in the Interest Accrued 
account a debit item of $20.00, and in the Interest Income account 
a credit item of $20.00. The balance in the Interest Income ac- 
count is closed to the Profit and Loss account, while the balance 
in the Interest Accrued account remains open, being an asset. 
As in the treatment of interest expense, there are now two possible 
procedures to be followed. One is to make a post-closing entry, as 
follows: 

Jan. 1, 19— 

Interest Income 

Accrued Interest 

To reverse adjusting entry for interest income accrued. 

Under this procedure, the accounts relating to interest income 
now appear as follows: 

Interest Income 

19 — 19 — 

Dec. 31 Profit and Loss 20.00 Dec. 31 20.00 

19 — 

Jan. 1 1nterest Accrued. 20.00 

Interest Accrued 
19 — 

20.00 Jnn. 1 1nterest Expense . , 




19 — 
Dec. 31 


20.00 
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On. March 1, 19 — , McGowen receives 6 months’ interest for 
which the following entry is made; 

March 1, IQ— 

Cash ^^-00 

Inlerest Income 30.00 

For receipt of 6 months^ interest on 1,000.00 bond, bearing 6 per 
cent interest. 

This leaves in the Interest Income account a credit balance of 
$10.00, the amount of interest accrued from January 1 to March 1. 

The alternative procedure is to make no post-closing entry on 
January 1, in which case the accounts appear as shown below; 

Interest Income 

19— 19— 

Dec. 31 Profit and Loss 20.00 Dec. 31 20.00 

Interest Accrued 

19— 

Dec. 31 20.00 

The entry on March 1, when McGowen receives 6 months’ 
interest, is as follows: 

March 1, 19 — 

Cash 30.00 

Interest Accrued 20.00 

Intere.st Income 10.00 

For receipt of 6 months' interest on 1,000.00 bond, bearing 0 per 
cent interest. 

It should be noted that both methods of treating interest income 
accrued accomplish the same result. It is a matter of opinion as to 
which is preferable. 

Deferred Assets, Deferred assets or prepaid expenses are invest- 
ments in such things as supplies, advertising, and organization ex- 
pense, the value of which is to be prorated as actual expense over 
future periods. This simply means that the use of the item in ques- 
tion is deferred to one or more succeeding periods. Prepaid insurance, 
the treatment of which has been illustrated, is an example of a 
deferred asset. In most instances the item is charged to an account, 
the title of which indicates that it is a prepaid expense, and therefore 
in the nature of an asset. This simplifies the procedure somewhat, as 
has been shown in the case of insurance, when charged to a Prepaid 
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Insurance account. In connection with the various kinds of deferred 
assets there invariably arises the problem of valuation. In some cases 
this is taken care of automatically, since the only problem is to 
prorate equal amounts of expense to equal aceounting periods. In 
other cases the determination of remaining value is less definite. 
This is particularly the case with such items as organization expense, 
prepaid advertising, and costs of research and experimentation. 
Conservatism should govern in the writing down of such items. 
Obviously, prepaid advertising should not be carried on the books 
for more than a year or two. Organization expense should be 
written off in from three to five years. Experimental costs, except in 
unusual cases, may well be regarded as current expense. 

Deferred Liabilities. Deferred liabilities are items of income 
applicable to future periods. When income is received in advance of 
the period to which it applies, it represents, temporarily, a liability, 
since it is a form of obligation on the part of the payee to the person 
who has paid it. To illustrate, take the case of a publisher of maga- 
zines who receives subscriptions in advance for three years or five 
years. Clearly, if the receipt of a 5-ycar subscription to a magazine is 
treated as income for the current period, profits are being antici- 
pated. The proper procedure may be illustrated by assuming the 
receipt of 110.00 for a 5-year subscription. If this is received on 
January 1, 19 — , the entry is: 

Jan. 1, 7P— • ' 

Cash 10.00 

Deferred Income 10.00 

For receipt of 5-ye.ar subscription in advance. 

The account. Deferred Income, shown in the foregoing entry, is, 
in effect, a liability and should be shown in the liability section of 
the balance sheet; not as a current liability, however, owing to the 
fact that more than one year must pass before the entire amount of 
the income is realized. 

Inventory Adjustments. The correct treatment of inventories 
is of primary importance. Involved here are problems of valuation, 
some of which are not the work of the accountant. It may be neces- 
sary to secure the services of appraisers. Given the best available 
data relative to inventories, the accountant is required to make 
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certain adjustments at the end of the accounting period. To illus- 
trate the procedure involved, assume that the Y Corporation began 
business on January 1, 19 — , at which time it had no inventory of 
merchandise. During the year, purchases totaling $70,000.00 are 
made, so that on December 31 the Purchases account appears as 
follows: 

Purchases 

19— 

Jan.-Dec 70,000.00 

Of this $70,000.00 of purchases, $12,000.00 still remains on 
hand, constituting the merchandise inventory as at December 31, 
1 9 — . It is necessary to make an adjusting entry to set up a Merchan- 
dise Inventory account and to transfer $12,000.00 from the Pur- 
chases account to the debit side of the Inventory account. Until such 
adjustment is made, the Purchases account is a mixed account, con- 
taining a real element of $12,000.00 and an expense element of 
$58,000.00. The adjusting entry is as follows: 

Die. 31, 19— 

Merchandise Inventory 

Purchases 

To transjer goods on hand from the Purchases account to the In- 
ventory account. 

The accounts now appear as follows: 

Purchases 

19— 19— 

Jan.-Dec 70,000.00 Dec. 31 Inventory 12,000.00 

Inventory 

19— 

Dec. 31 12,000.00 

The balance in the Purchases account, $58,000.00, represents 
the cost of goods sold. The amount shown in the Inventory account 
is an asset. The balance of the Purchases account is carried to the 
Profit and Loss account in the process of closing. The inventory 
item of $12,000.00 is shown as a current asset in the balance sheet. 

To illustrate the procedure when both the opening and closing 
inventories exist, assume that during the following year the Y Cor- 
poration makes purchases totaling $100,000.00, and that at the end 


12,000.00 

12,000.00 
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of the year $15,000.00 of merchandise is on hand. The accounts 
appear as follows on December 31, 19 — , before adjustment: 


Inventory 

19 — 

Dec. 31 12,000.00 

Purchases 

19 — 

Jan.-Dec 100,000.00 

Two adjustments are required, as follows: 

Dec. 31, IQ— 

Purchases 12,000.00 

Inusntorv 12,000.00 

To carry amount of opening imentory to dibit side of Purchases 
account. 

Inventory 15,000.00 

Purchases 15,000.00 


T 0 transfer amount of closing inventory from Purchases account to 
Inventory account. 

The accounts involved now appear as follows: 


Inventory 


19— 

19— 


Dec. 31 

12,000.00 Dec. 31 

12,000.00 

19— 

Dec. 31 

15,000.00 

Purchases 


19— 

19— 


fan.-Dec 



Dec. 37 

12,000.00 



The balance of the Purchases account, $97,000.00, is the cost of 
goods sold. It is transferred to the Profit and Loss account by means 
of the following closing entry; 


Dec. 31, 19— 

Profit and Loss 97,000.00 

Purchases 97,000.00 


To close Purchases account into Profit and Loss. 

When ruled up, the Purchases account appears as follows: 


Purchases 

19— 19— 

Jan.-Dfc 100,000.00 Dec. 31 15,000.00 

Dec. 31 12,000.00 Dee. 31 Profit and Loss 97,000.00 

112,000.00 112,000.00 



Chapter 5 

VALUATION 


Cost as Value. Many people think of the words “cost,” “price,” 
and “value” without attempting any careful distinction between 
these words. In some instances cost and price may be the same; m 
other instances the price of an article may not be its ultimate cost. 
Finally, value is not necessarily determined by price or cost, al- 
though the purchaser does tend to pay a price no higher than what 
he believes to be the value of the item purchased. 

Price denotes the amount asked by the seller for an article in its 
present state. This price is the amount entered on the invoice. 

The ultimate cost of an article is that total expenditure required 
to give the purchaser ownership of the article and to deliver it to 
him ready for use. 

Ultimate cost is of particular interest to the accountant. It is his 
task to calculate the costs of an enterprise; accurate costs are com- 
posed not only of the original costs but, also, any additional costs 
required to install the article ready for use. Suppose that the invoice 
price of a machine is $2,000.00, f.o.b. factory. Additional expendi- 
tures amounting to $300.00 are required to cover transportation 
charges, insurance during transportation, and the installation of 
the machine. The total, or ultimate, cost of the machine is $2,300.00. 

Accountants favor the retention upon the books of the actual 
cost of ail fixed assets, because actual cost is a fact of such basic 
importance that it should be carefully recorded and preserved as 
long as the article in question remains on the ledger. The total cost 
of a fixed asset, such as a machine or a building, represents an 
investment which it is the purpose of the management to preserve, 
and knowledge of the true cost is a definite aid to those intrusted 
with this preservation. 

A common method of approach in the determination of value is 
to evaluate an article in one’s own mind and then to consider 
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whether or not the price of the article is as low or lower than one’s 
estimate of its worth. One evaluates the article in terms of its use- 
fulness to himself, as compared with the usefulness of other articles 
at the same price, and also, in tei'ms of the price asked for the article. 

The determination of the value of assets is of vital importance to 
a business enterprise. Knowledge of the cost and value of assets not 
only aids management in the preservation of these assets, but is 
useful in other ways. There are sometimes other considerations than 
the mere preservation of the investment in the asset. Thus, it is 
necessary to consider the value of assets for the purpose of insurance, 
and sometimes it is necessary to consider value for purposes of sale. 
The particular situation in which an enterprise finds itself is an 
important factor relative to the question of the basis of valuation 
that should be employed. An enterprise which is prosperous and 
shows no signs of financial weakness is looked upon diflerently from 
an enterprise which is insolvent and which may therefore have to be 
liquidated. The value of the assets of an insolvent firm would have 
little relationship to the price that they would bring at a forced sale. 
Obviously, the use to which an article can be put and the prospect 
of its permanent continuation in such use are the underlying consid- 
erations in estimating its present value. 

Concepts of Value. The preceding paragraphs indicate that 
there may be more than one concept of value. This is the case. Thus 
economists speak of value in exchange and of value in use. In accounting, 
the concepts of value which are of most importance are those which 
are employed to reflect present-day values, as compared with those 
which existed at the time certain given assets were constructed or 
purchased. Thus appraisals of fixed assets are undertaken with a 
view to the ascertainment of cost to reproduce new. If this is ascer- 
tained, cost to reproduce new less accrued depreciation may then be 
computed. Much of the present-day discussion of reproduction cost, 
and reproduction cost less depreciation, is concerned with public 
utilities, the purpose being to enable commissions to grant a fair 
rate of return on invested capital. Because of increased interest in 
appraisals generally, and for other reasons, in this country several 
companies exist whose specialty consists in the making of appraisals, 
the results of which are supposed to be useful in one or more ways. 
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There can be no doubt that properly conducted appraisals result in 
the derivation of valuable information; thus an appraisal may indi- 
cate such wide discrepancies between book values and actual values 
that management is compelled to make such corrections and im- 
provements in methods of accounting as will make it impossible for 
such discrepancies to arise in the future. One appraisal showed that 
millions of dollars worth of assets which were carried in the Plant 
account in the ledger were nonexistent, having long since been 
abandoned. 

Aside from his general interest in value, the accountant is inter- 
ested in methods of valuation as they must be applied in concrete 
situations; and in particular he is interested in the problems which 
arise in connection with his duty of making the accounting records 
reflect facts and valuable information. To illustrate, it may be 
interesting to know what the liquidation value of a building might 
be; but there is little practical value in this information as long as 
the building is owned and operated by a going concern. In other 
words, there are certain problems of value and certain valuations 
which may be ignored in a given instance; whereas some particular 
basis of valuation may be of extreme importance and deserve most 
careful consideration on the part of the accountant. This situation 
may be illustrated by taking the case of a machine costing $1 0,000.00 
and having an estimated life of 20 years. As long as the enterprise 
which owns and operates the machine is successful, there is no 
reason to anticipate any need of sacrificing the machine under 
forced sale. The primary concern of the management is to preserve 
the capital which it has invested in the machine. This it undertakes 
to do by proceeding on the assumption that the machine at any 
given time is worth what it cost less the amount of depreciation 
which has accrued since the machine was purchased or constructed. 
In other words, from a practical accounting point of view, the ma- 
chine is said to be worth original cost less accrued depreciation. If 
it is assumed that the depreciation occurs on a straight line basis, 
and that the machine will have no scrap value at the end of its useful 
life, it is estimated that each year depreciation amounts to 1500.00. 
This may be regarded as the result of expired value, but since this 
expiration of value has occurred in connection with production it 
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has not been lost but has been transferred to cost of output and 
should be allowed for in fixing the amount of overhead to be charged 
to output. Under ordinary circumstances, if proper adjustment is 
made on the books for the amount of depreciation accruing each 
year, this depreciation will be earned and will tend to increase the 
concern’s working capital, since collections from customers will be 
sufficient to cover all costs, including depreciation, and also to 
provide some profit. 

How Depreciation Occurs. The subject of depreciation is given 
detailed attention in a later chapter. At this point, however, it may 
be well to ask, how depreciation does occur. Does it accrue directly 
in proportion to expiration of time, or are there other facts than 
time to be considered? Under the straight-line method of computing 
depreciation, it is assumed that equal amounts of depreciation 
accrue in equal periods of time, and since this method is by far the 
most popular in diis country, it may be assumed that American 
accountants favor the theory that time is the only factor or, at any 
rate, the only important factor involved. This theory is not univer- 
sally accepted, however. In England the reducing balance method 
of computing depreciation is more popular. This method is based 
on the theory that an equal portion of the diminishing balance in 
the Asset account may be taken to represent the amount of depre- 
ciation accruing in a given period. Thus, if an asset costs $1,000.00 
and it is desired to compute depreciation at 20 per cent of the 
reducing balance, the first year’s depreciation will be 20 per cent of 
$1,000.00, or $200.00. The second year’s depreciation will be 20 per 
cent of the reducing balance, 1800.00, or $160.00. The third year’s 
depreciation will be 20 per cent of $640.00, or $128.00, etc. There is 
a tendency on the part of many accountants to avoid the use of the 
formal mathematical schemes for computing depreciation, and 
instead, wherever possible, to rely on such plans as an annual 
appraisal or the plan whereby depreciation is made contingent 
upon production. Thus an automobile may be assumed to depre- 
ciate a given sum for each mile run, and mining equipment may be 
assumed to depreciate a given sum for each ton of ore mined. These 
methods go by such names as the Production method and Unit of 
Output method. Unquestionably, there is much merit in them when 
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conditions are such as to permit their application. In some instances 
an actual inventory is the only feasible plan. This is true, for example, 
of poultry, since the flocks change so rapidly that no formal plan of 
computing depreciation would be practical. 

In practice, the situation as regards fixed assets is usually quite 
complicated because of the variety of the assets. In the past many 
business men have regarded it as easiest simply to apply what is 
termed a blanket rate of depreciation to the entire plant, little or no 
consideration being given to the units comprising the plant. Re- 
cently, the necessity of being able to convince the government of the 
propriety of given rates of depreciation in connection with the 
computation of the income tax has led to the consideration of plans 
’ whereby each important unit of the plant may be given considera- 
tion. This procedure usually takes form through the utilization of a 
plant ledger which is operated on the same principles as are other 
subordinate ledgers. Each important unit is entered in its own 
special account in the plant ledger. The plant ledger sheet is so 
devised as to permit the entry of all essential facts relative to the 
date of purchase, cost, periodic depreciation, undepreciated bal- 
ance, and any other data which may be pertinent to a full under- 
standing of the depreciation problem as it relates to the asset in 
question. Under such a plan of control, depreciation rates take on a 
new significance. They no longer represent mere guesswork, but are 
the result of a careful forecast of the useful life of the unit in question. 
Where such a plan is in effect, the ridiculous discrepancies which 
sometimes occur when all items of the plant are lumped together in 
one account cannot occur. It is true that estimates relative to the 
life and salvage value of certain assets will have to be revised; but, 
in any event, there are not likely to occur such discrepancies as 
sometimes render the accounts largely worthless when there is a 
lack of detailed information. 

Since one of the principal objects in accounting for depreciation 
is to preserve the investment, it is essential that investments reflected 
in charges to given assets be preserved by some procedure whereby 
values which are gradually disappearing from given fixed assets will 
be retained in the enterprise. In actual practice this is accomplished 
somewhat as follows: 
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Adjustment is made on the books, debiting Depreciation Ex- 
pense account and crediting Reserve for Depreciation account. This 
depreciation expense is just as much a cost of doing business as are 
wages and rent. The revenues of the business should be sufficient to 
recover all cost of operation, including depreciation, and at the 
same time afford a reasonable profit. If depreciation cost is recov- 
ered through the revenues, value represented thereby must be 
reflected in some part of the balance sheet. In fact, it usually appears 
in the form of working capital, because the depreciation earned is 
collected from customers in the form of cash. If, for example, the 
depreciation in a given year amounts to S4,000 00, the correspond- 
ing reduction in the book value of capital assets will be offset by a 
corresponding increase of $4,000.00 in working capital. 

Book Value. The preceding explanation of depreciation and 
the manner in which the investment is preserved emphasizes the 
importance, from an accounting point of view, of what is termed 
book value, which, moreover, is usually an important consideration 
in any appraisal. Thus an appraiser would not make an appraisal of 
a plant without giving due consideration to book value, when the 
records have been properly kept. In some valuations, book value 
loses much of its customary significance. This is true, for example, 
in the case of bankrupt enterprises, since there is little prospect that 
anything like book value will be realized in the process of liquida- 
tion. Even in such cases, however, it is customary, in setting up a 
statement of affairs, to indicate in one column the book value of the 
various items, thus making it possible to compare these values with 
estimated realizable values and to indicate prospective losses. 

Book value is of primary significance in case of a going concern 
since it is computed by deducting from the Asset account the 
amount in the corresponding Reserve for Depreciation account, 
as follows; 

Building . 10^000.00 

Less' Reserve for Depreciation djOOO 00 6^000.00 

It should be clearly understood that the significance of book 
value is based on the assumption that capital assets will be used 
until worn out, or until they are necessarily scrapped because ob- 
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solete or inadequate. The fact that capital assets have certain 
market values at a given time during their useful life is of no prac- 
tical significance when such capital assets are to be worn out in 
operation. Such market value should not be expected to correspond 
with the book value, that is, the value shown when the depreciation 
reserve, which expresses accrued depreciation, is deducted from the 
original cost of the asset. It should be borne in mind that accrued 
depreciation, as computed by one or other of the methods avail- 
able, possesses a relatively narrow significance. In effect, it means 
that that amount of depreciation has been charged to expense and 
has therefore been earned. If all the depreciation charged to expense 
is earned, which would be the case where a profit remains after all 
expenses have been deducted, it is evident that the expired value of 
particular capital assets is not expired as far as the business as a 
whole is concerned. This value has simply been transferred. The 
usual transfer is from the fixed asset division of the balance sheet to 
the working capital division. Thus, in effect, the application of 
recognized depreciation methods has as its primary object the 
protection of the investment. The depreciation reserve is a valuation 
reserve in the sense that it indicates that depreciation accrued has 
been compensated for through the retention in the business of funds 
which might have been dispersed as dividends, had depreciation 
been neglected and surplus consequently overstated. To illustrate 
the principle involved in the preceding discussion, assume that 
Corporation X begins business on January 1, 19 — , with assets and 
capital stock as shown in Fig. 32. 

Corporation X 

Balance Sheet 

as at January 1, 19 — 


Cash 


$500,000.00 Capital Stock |500, 000,00 

8500,000.00 8500,000.00 


Fig. 32 ’ 


In this balance sheet the working capital is $500,000.00, the 
same as the amount of cash. There are no current liabilities to 
reduce it. Next, assume that during the year 1 9 — Corporation X 
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constructed a building at a cost of 1200,000.00. Ignoring other pos- 
sible changes in the balance sheet, the result is as shown in Fig. 33. 

Corporation X 
Balance Sheet 

as at January 1, 19 — 

Cash. . 

Building 

Fig. 33 

Note that there has been a transfer in value of the $200,000.00 
from the working capital division of the balance sheet to the fixed 
asset division. Now, if it be assumed that the life of the building is 
20 years and that the salvage value will be nothing, under the 
straight-line method of depreciation there will be charged off each 
year $10,000.00 through an adjustment made on the books as follows : 

Depreciation Expense 70^000,00 

Reserve for Depreciation 70^000.00 

The Depreciation Expense account is transferred to the Profit and 
Loss account, and, if after all other expenses are thus carried to 
profit and loss there, is shown a net profit for the year, it is evident 
that all expenses, including depreciation, have been earned. This 
means that the amounts incurred as expenses have all been re- 
claimed through the collection of revenue. The $10,000.00 depre- 
ciation item, having been among these expenses, will naturally 
reappear in the working capital division of the balance sheet, being 
represented by an increase in cash. On December 31, 19 — , the bal- 
ance sheet of Corporation X appears as shown in Fig. 34. 

Corporation X 
Balance Sheet 
as at December 31, 19 — 

Cash S310, 000.00 Capital Stock 

Building $200,000.00 

Less Reserve for 

Depreciation.. 10,000.00 190,000.00 

$500,000.00 


$500,000.00 

$500,000.00 


$300,000.00 Capital Stock $500,000.00 

200 , 000.00 

$500,000.00 $500,000.00 


Fig. 34 
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This balance sheet is simplified in order to indicate only the results 
of correct depreciation accounting. In practice there would, of 
course, be many changes not shown here. T'he effect of the account- 
ing procedure in connection with depreciation is to transfer 
$10,000.00 of value from the fixed asset division of the balance sheet 
to the working capital division. If this procedure is continued for 
20 years, other balance sheet changes being ignored, the balance 
sheet at the end of the 20-year period will be as shown in Fig. 35. 

Corporation. X 
Balance Sheet 

as at December 31, 19 — 

Oash $500,000.00 Capital Stock . 

Building . $200,000.00 

Less Reserve for 

Depreciation . . 200,000.00 000,000.00 

$500,000.00 

Fig. 35 

Departures from Book Value. As long as an enterprise adheres 
to the procedure indicated in the preceding paragraphs, it may be 
said to adhere to the book value basis of valuation. Accountants 
generally recommend such adherence. This is because accountants 
are concerned about showing those facts which are most essential 
to the preservation of the investment and to the operation of the 
enterprise. When an enterprise is established, there is every reason 
to believe that during the course of its life the investment, as origi- 
nally established or as increased by subsequent additions, will be 
protected, and that, in addition, there will be earned each year a 
reasonable profit which may be employed either to further develop 
the enterprise or to pay dividends. Even where there occur occa- 
sional years in which net losses instead of net profits arc made, the 
profitable years should be sufficiently so to enable the enterprise to 
earn a reasonable average rate of return on its investment, as well 
as to preserve it. Nevertheless, instances sometimes occur where it 
may be necessary to consider value from the point of view of some 
other basis than book value. This may be true where, owing to 
unfortunate developments in markets, or where, owing to the com- 


$500,000.00 


$500,000.00 
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oetition of more efEcient competitors, the possibility of preserving 
the investment and earning a fair return thereon disappears. When 
the situation becomes hopeless, it is necessary to adjust the books to 
a new basis of valuation, that is, one which may be regarded as the 
starting-point for a new enterprise career. In reality, the adjustment 
made on the books at such a time is merely an attempt made to 
cause the books to reflect the true situation. An enterprise, having 
found itself financially embarrassed, must adopt such measures as 
will enable it to return ultimately to the position of a profit-making 
concern. In some instances the remedy may consist in simply 
reshaping the various divisions of invested capital. This is likely to 
be the case where the difficulty arises from a shortage in working 
capital. Where an enterprise has become basically insolvent, it may 
be necessary to wind up its affairs through bankruptcy proceedings. 

Assume the case of an enterprise which, as at a given date, has 
assets, liabilities, and capital as indicated in Fig, 36. 

Corporation C 
Balance Sheet 

as at July 31, 19 — 


Cash 

$ 500.00 

Accounts Payable. , . . 

. . , $ 40,000 00 

Merchandise 

10,000.00 

Notes Payable 

20,000.00 

Accounts Receivable .... 

20,000.00 

Bonds . . 

60,000.00 

Buildings 

65,000.00 

Capital Stock 

30,000.00 

Furniture and Fixtures , . 

2,000.00 



Delivery Equipment 

3,000.00 



Deficit 

■ 49,500.00 




*150,000.00 


*150,000.00 


Fig. 36 


This corporation has a deficit largely in excess of its capital stock. In 
other words, the stockholders in effect have no interest in the busi- 
ness, which should be taken over by the creditors and placed on a 
going concern basis. Just how such a plan of reorganization may be 
worked out depends on circumstances. The deficit of |49,500.00 
must be eliminated. Assuming that $30,000.00 of this will be elim- 
inated by cancellation of present outstanding stock, the remaining 
$19,500.00 deficit will have to be absorbed by the creditors. Assum- 
ing that arrangements are made whereby existing bondholders are 
willing to accept $40,000.00 in capital stock, existing noteholders 
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are willing to have their notes scaled down from 3E20, 000.00 to 
$17,000.00, open account creditors are willing to have their ac- 
counts scaled down from $40,000.00 to $33,500.00, the deficit will 
be eliminated, the bonds will be cancelled, and the corporation will 
be able to begin operations anew with a capitalization of $40,000.00, 
providing the balance in the Building account is reduced from 
$65,000.00 to $55,000.00. The journal entry required to reflect the 
reorganization on the books is as follows; 


Capital Stock {Old) 

Bonds 

JTotes Payable 

Accounts Payable 

Building 

Capital Stock {New) 

Deficit 

To Tefiect reorganization ofi Company C. 


30.000. 00 

60.000. 00 
3,000.00 
6,500.00 

70.000. 00 

40.000. 00 
49,500.00 


After the foregoing entry is posted the balance sheet may be revised 
as shown in Fig. 37. Note that there is now a net worth of $40,000.00, 
the deficit having been entirely wiped out. There can be no question 
but that the position of Corporation G has been greatly improved as 
a result of the reorganization procedure. The balance in the Build- 
ing account has been reduced from $65,000.00 to $55,000.00. This 
is an illustration of departure from the cost basis of accounting. 
Sometimes such a departure is made necessary because of failure to 
provide for accruing depreciation. In fact, one of the chief causes of 
financial embarrassment and consequent reorganization is the 
failure, over a period of years, to provide properly for accrued 
depreciation. 

Corporation C 
Balance Sheet 

as at July 31, 19 — 


Cash 

jf 500,00 

Accounts Payable 

. . . $33,500.00 

Merchandise 

10,000.00 

Notes Payable 

17,000.00 

Accounts Receivable .... 

20,000.00 

Capital Stock 

40,000.00 

Building 

55,000.00 

Furniture and Fixtures . . 

2,000.00 



Delivery Equipment 

3,000.00 




$90,500.00 


$90,500.00 


Fig. 37 
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Valuation for Purchase or Sale. A purchase and a sale are 
simply different aspects of the same transaction. Buyer and seller, in 
order to reach an agreement, are compelled to give consideration to 
the value of the article in question. It is evident that the seller will 
be able to realize the existing book value of an asset only in excep- 
tional cases. If there is an element of intangible value attaching to 
the asset under consideration, this may result in the sale of the asset 
for more than its present book value, that is, original cost less ac- 
crued depreciation. Frequently, however, fixed assets must be dis- 
posed of at considerable loss because of the impossibility of finding a 
purchaser who can make good use of them. Undoubtedly, the earn- 
ing capacity of an enterprise is of primary consideration in the task 
of determining what the enterprise is worth. Not merely current 
earnings, but the trend of earnings over a period of years, should be 
considered. There may be present elements of intangible value 
which may be considered as being goodwill, although not all 
intangible values are of the nature of goodwill. Goodwill has been 
variously defined. The famous definition of Lord Eldon is still 
referred to, that is, that it represents the likelihood that the old 
customers will resort to the old stand. Owing to changing conditions 
of buying and selling, much of the goodwill which formerly at- 
tached to small markets has disappeared. In place of local markets, 
national markets have arisen, with the result that frequently good- 
will must be valued with reference to the changed situation. More 
appropriate to present conditions is the definition of goodwill by 
P. D. Leake, an English authority, to the effect that goodwill is the 
present value of future super profits, that is, profits in excess of what 
can be earned by a concern of average earning capacity. 

Valuation of Goodwill. In view of the importance of giving 
adequate attention to goodwill in case of so-called going concerns, 
it is desirable at this point to consider some of the ways in which the 
value of goodwill may be computed or estimated. Since goodwill is 
the present worth of future super profits, the next procedure is to 
determine for a given period of years in the future what the proceeds 
are likely to be. At best, this is a difficult problem because of the 
uncertainty of certain factors involved. Obviously, the only way of 
projecting into the future an estimate of earnings is to ascertain 
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what the enterprise in question has been able to accomplish during 
the years immediately past. In preparing a tabulation of results for, 
say, the last five years, it is necessary to eliminate from the state- 
ments of profit and loss items of income and expense of an extraor- 
dinary and nonrecurring nature. Clearly, any profit which will 
not be earned in succeeding years cannot be considered a factor in 
goodwill determination. Only normal income and normal expense, 
such as are likely to recur, can be considered to be factors making for 
or against the projection of earning capacity into the future. 

Suppose that after adjusting the profit and loss statement for the 
past 5 years for nonrepetitive factors, it is found that the profits from 
normal activities are, respectively, as follows: $50,700.00, $62,400.00, 
$68,000.00, $71,700.00, $78,125.00. What is the significance of this 
increasing figure of profit as regards the likelihood of future excess 
profits? Evidently the steady increase in annual normal profits is an 
indication that profits may be expected to continue increasing, 
although this is a presupposition which will be proved only with the 
expiration of time. If other factors, such as the general business 
situation and competition, are favorable, it would not be unreason- 
able to assume that net profits will average $80,000.00 for the next 
three years. For more distant years, any forecast that may be made 
is less likely to be realized. Assume that in this business the figure for 
normal profit is $40,000.00 yearly; therefore any excess above 
$40,000.00 may be regarded as the return resulting from goodwill. 
If it is estimated that the net profit for the next three years will be 
$80,000.00 yearly, it is evident that there will be, each year, an 
excess profit of $40,000.00. These amounts can be discounted to 
their present worth at whatever rate of interest seems to be appro- 
priate. Moreover, if there is reason to believe that the rate of profit 
indicated may be expected to continue for at least six years, the 
excess profit for the fourth, fifth, and sixth years may also be dis- 
counted, but naturally at a higher rate of interest than would be 
applied to the first three years. A discount rate of 6 or 7 per cent 
would indicate a higher degree of stability and certainty as to 
future profits, whereas a return of 15 to 16 per cent would indicate 
that there is present considerable risk, and therefore much uncer- 
tainty relative to estimated future profits. 
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There are two possible methods of procedure in valuing good- 
will by the discount method. One is to first deduct from the estimated 
future profits a sum sufficient to represent the annual return on 
invested capital, and then to discount the remaining amount; 
which, of course, will be the value of the goodwill when the dis- 
counted amounts for the years involved are added together. The 
other pi'ocedure is to discount the entire amount of each year’s 
profit and from the amount computed by adding together the 
discounted sums for the years concerned deduct the value of all 
tangible assets. The amount remaining will be the value of the 
goodwill. 

There are several eonsiderations involved in the valuation of the 
goodwill other than the mere estimating of the future profits. Thus, 
if goodwill is being valued for purposes of sale, it may be found that, 
notwithstanding its existence, it cannot be transferred. Thus pro- 
fessional goodwill, such as that attached to the practice of the law 
or surgery, can be transferred only with difficulty, if at all. There- 
fore its value for sale purposes is likely to be small. The subject of 
goodwill valuation has received the attention of courts in both 
America and England. If one is interested in giving further consid- 
eration to the legal aspects of the subject, it is recommended that 
reference be made to Corpus Juris, where many court decisions 
are considered. 

Valuation of Other Intangibles. Chief among intangible assets 
other than goodwill are the following: (1) patents, (2) trademarks 
and trade names, (3) copyrights, (4) franchises. 

7. Patents. In the United States patents are grants issued by the 
government to inventors, giving them a monopoly on their inven- 
tions for a term of 1 7 years. Consequently, it is customary to depre- 
ciate the cost of patents over a period of 17 years, or less, if there is 
evidence that the value of the patent will expire before the patent 
grant expires. If a patent is purchased, it may not have 17 years to 
run; consequently, the purchase price should be written off over the 
remaining life of the patent. The cost of patents includes copyright 
fees, lawyers’ fees, and, in many instances, the cost of defending the 
patent against infringement suits. In case of the purchase of a 
patent, the cost is simply the purchase price. 
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2. Trademaiks and Trade Names. Trademarks and trade names 
ma y be registered at relatively small cost. This cost may be treated 
as a current expense. The purchase of a well-known trade name 
may, however, involve large sums of money, in which case it is 
proper to capitalize the cost and then amortize or depreciate this 
cost on a conservative basis. There is no general rule which can be 
applied. Each case must be treated with its own peculiarities in 
mind. The value of trademarks and trade names is closely allied to 
goodwill, and may sometimes be capitalized under that heading. 

3. Copyrights. The cost of a copyright is merely nominal. The 
copyright is good for 28 years and may be renewed for a like period 
of time. Music, pictures, books, magazine articles, etc., are subject 
to the copyright privilege. In publishing, a large part of the cost of 
a book is the cost of the plates, which ordinarily are written off as 
expenses against the first printing of the book. The cost of the copy- 
right, being nominal, should be treated as a current expense. 

4. Franchises. Franchises are monopolistic privileges granted to 
public utilities. They may extend for a definite term, they may be 
perpetual, or they may be indeterminate. Only actual cost con- 
nected with the securing of the franchise may be capitalized. The 
mere grant of the monopolistic preservation, where no expenditure 
is involved, should not be capitalized. 

Conclusion. Only the elements of the valuation problem have 
been considered in this chapter. Volumes have been written on the 
subject by engineers, accountants, and others. At this point, our 
interest is primarily in valuation from the point of view of the 
competitive operating enterprise. Space does not permit the con- 
sideration of valuation from the point ol view of public utilities. It 
may be mentioned, however, that in this great field of enterprise, 
competition is to a large extent determined by the character of the 
undertaking. Since the utility possesses a monopoly in its field, there 
is nothing except the more or less remote possibility of substitution 
to prevent the utility from charging exhorbitant prices. As a result 
of this situation, it is customary to place utilities under commission 
control. These commissions may be either state or national as to 
their origin and their operation. Eventually, it is the function of the 
commission to ascertain the fair value of the property employed by 
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the utility under its supervision and to permit the utility to earn on 
its investment what is commonly termed a fair rate of return on fair 
value. The student interested in pursuing the study of valuation 
as applied to utilities and various other public service enterprises 
will find abundant Kterature on the subject in the form of books, 
valuation reports, and court decisions. 

Also, it is unnecessary at this point to give detailed consideration 
to the question of valuation as applied to insolvent enterprises. 
Insolvency leads either to {a) reorganization or {b) liquidation. 
Some enterprises, such as railroads, cannot be liquidated, but must 
be reorganized under court supervision. It is inevitable that com- 
plicated questions of valuation arise in connection with such 
reorganization procedures. This is particularly true because of the 
existence of various groups and interested parties whose interests 
frequently conflict. 

In case of the liquidation of business enterprises, the National 
Bankruptcy Law will naturally be invoked. Various statements are 
required to show the interested groups, that is, stockholders, bond- 
holders, and creditors, the prospects in the event liquidation is 
carried out. Sometimes a composition is decided upon, in which 
case certain sacrifices are required on the part of both the stock- 
holders and the creditors. It is possible that common stockholders 
will lose everything while bondholders may be compelled to accept 
junior securities, and unsecured creditors may be compelled to 
make certain sacrifices. It is evident that complicated valuation 
problems must arise in connection with such procedures. 
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Nature of Depreciation. Depreciation is the loss in value which 
results from the wear and tear, aging, obsolescence, and inadequacy 
of physical assets. In a given instance, there may be several influ- 
ences which tend to create a lessening in value of the asset. It is 
well to note that only that influence which is most powerful and 
which, taken by itself, will reduce the asset value to zero in the 
shortest time, is really effective. For example, suppose that wear and 
tear will reduce an asset’s value to zero in 10 years; that obsolescence 
will reduce the asset’s value to zero in 8 years; and that inadequacy 
will reduce the asset’s value to zero in 6 years. It is evident that 
wear and tear and obsolescence are negligible considerations. Of 
course, in practice, it is not usually possible to tell for many years in 
advance what the effect of such influences as obsolescence and 
inadequacy will be, because these are usually later developments 
resulting from changing conditions. 

The changes which cause depreciation are both tangible and 
intangible in character. Wear and tear is obviously tangible, while 
obsolescence is clearly intangible. Where a practically new machine 
is superseded by a more efficient machine which is the result of some 
new invention, the fact that the machine which is scrapped is 
worthless is clearly not due to any change in the physical condition 
of the machine. Other influences of an intangible character have 
been more potent in rendering it valueless. 

Depreciation is an expense. This fact is being recognized more 
and more, as the true character of depreciation becomes better 
understood. There is a tendency on the part of business men to 
overlook the fact that depreciation is a current expense and there- 
fore just as much a cost of doing business as are wages, fuel, and 
advertising. Depreciation may be viewed from several angles. The 
engineer is interested primarily in the physical aspects of deprecia- 

90 



91 


Depreciation 

tion. The accountant is interested primarily in the financial aspects 
of depreciation and in devising methods of recording the essential 
facts relative thereto. In recent years certain developments have led 
to a careful study of the financial aspects of depreciation. Chief 
among these are the enactment of income tax laws and the recogni- 
tion that depreciation is an element of cost of manufacture. The 
Treasury Department consistently recognizes the expense character 
of depreciation. In some instances, no doubt, excessive depreciation 
allowances have been permitted, with the result that assets still of 
use are fully depreciated on the books. Extensive studies of deprecia- 
tion rates have been made not only by the Treasury Department 
but also by various business associations. This accumulated experi- 
ence data serves as a means of checking depreciation rates employed 
by particular enterprises. 

Recording of Depreciation. In the early development of ac- 
counting methods little attention was given to depreciation. As it 
became increasingly recognized as an expense, it became necessary 
to devise methods of recording on the books the essential facts 
involved. To illustrate the development of accounting procedure 
relative to depreciation, a case will be assumed. Suppose that on 
January 1, 19 — , the X Corporation purchased a machine costing 
$1,000.00 and having an estimated useful life of 10 years. It was 
evident that each year there would accrue depreciation of approxi- 
mately $100.00. Since this represented a lessening in value of the 
machine it was natural to assume that the account to which the cost 
of the machine was charged should be credited at the end of each 
year for 1100.00. Thus, the adjusting entry at the end of the first 
year was made as follows: 

Die. 31, 19— 

Bepremlion Expense 100.00 

Machine 100.00 

To record depuuation on machine for one year. 


The Machine account then stood as follows: 


Machine 

19 - 19 - 

Jan.1 1,000.(X) Dec. 31 Depredaiion Expense .. . 100.00 



92 


Modern Practical Accounting — Advanced 

The procedure indicated above was followed until, at the end 
of the tenth year, the Machine account was balanced. Later, an 
improvement was made in the handling of the credit which in the 
foregoing illustration was carried to the Machine account. A 
Reserve for Depreciation account was set up and the adjusting entry 
based on the foregoing illustration was made as follows: 

Dec. 37 j 79 — 

Depreciation Expense 700.00 

Reserve for Depreciation 100,00 

To record depreciation on machine Jor one year. 

The setup of the accounts under this method was then as follows; 

Machine 

19— 

Jan. 1 1,000.00 

Reserve for Depreciation 

19— 

Dec. 3! Depreciation Expense. . , . 100.00 

This method has certain advantages. It permits the balance in 
the asset account to stand at the original cost figure, which is of 
considerable importance. It clearly accounts for the amount of 
accrued depreciation by showing it in a separate account. The 
amount of accrued depreciation, as expressed in the Reserve for 
Depreciation account, may be said to evaluate the Machine ac- 
count. In the balance sheet, the relationship of the two accounts is 
emphasized by showing the amount of accrued depreciation de- 
ducted from the cost of the machine, as follows : 

Machine 1,000.00 

Less Reserve for Depreciation 100.00 900.00 

The foregoing illustrates the procedure as followed today in its 
essential aspects. It should be noted that the only valuation made 
relates to the cost of the asset. When the amount in the Reserve for 
Depreciation account is deducted from the cost of the asset, a kind 
of arbitrary evaluation occurs. Thus, in the foregoing illustration, 
deducting the reserve of $100.00 from the cost of the machine, 
$1,000.00, evaluates the machine at $900.00. Obviously, this is not 
the present market value of the machine. It is simply a valuation 
made on the assumption that the machine will be used for 10 years 
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and will depreciate at the rate of $100.00 each year. Should the 
enterprise become insolvent, the evaluation afforded by this method 
may be useless. Sometimes other factors may make it necessary to 
deviate from the depreciation based on cost method of evaluation. 
In such cases it is necessary to make an adjustment in the accounts 
in order that the amounts shown in the Asset account, and in the 
Reserve for Depreciation account, may conform essentially to the 
facts. To illustrate, suppose that in case of the machine mentioned 
above, $100.00 depreciation is provided each year for 5 years, when 
it is determined that the machine will have an additional 5 years of 
useful life. Had this been known in the beginning, the annual 
depreciation allowance would have been fixed at $66.67 instead of 
$100.00. For 5 years an excess depreciation charge of $33.33 has 
been made. This amounts to $166.65, and in order to bring the 
accounts into agreement with the facts, it is necessary to make the 
following adjusting entry: 

Reserve for Depreciation 166>65 

Surplus 166.65 

To adjust Reserve foi Depreciation account Jor excess depreciation 
written off. 

Before this adjustment is made the machine is evaluated at 
$500.00, as follows: 

Machine lyOOO.OO 

Less Reserve Jor Depreciation . 500.00 500.00 

After the adjustment is made the machine is evaluated at 
$666.65, as follows: 

Machine 1^000.00 

Less Reserve Jot Depreciation , 333.35 666.65 

It should be remembered that in practice the simplicity found 
in the foregoing illustration does not exist. It is impossible usually to 
set up a separate Reserve for Depreciation account for each asset 
account. At any rate, there is always a practical limit beyond which 
it is undesirable to go in attempting to account for depreciation. 
This has led to the adoption of various procedures whereby the 
amount of details may be limited without too seriously affecting the 
results. Thus, blanket depreciation rates are used where the number 
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and variety of assets are such that accounting for depreciation on 
each asset might be burdensome. Blanket rates are based on the 
best available estimate of the composite life of the plant as a whole. 
Recent income tax regulations, however, place increased stress 
upon the necessity of having facts in sufficient detail to enable the 
taxpayer to substantiate his claims relative to depreciation. 

The Plant Ledger; The developments indicated above have led 
to an increasing demand on the part of business men for more de- 
tailed records of plant and equipment. In some instances it has 
been found that where blanket depreciation rates have been em- 
ployed, wide discrepancies have resulted. The remedy is found in 
the operation of a plant ledger along the same lines as other subor- 
dinate ledgers, such as the accounts receivable ledger and the 
accounts payable ledger, are operated. The principle of the sub- 
ordinate ledger is important, since it permits the keeping of detailed 
records controlled by the double-entry method without encumber- 
ing the general ledger with too much detail. Suppose that a manu- 
facturing concern has a plant whose cost was $10,000,000.00 and 
upon which there has accrued $3,000,000.00 depreciation, as shown 
by the Reserve for Depreciation account. Owing to lack of detailed 
data relative to the depreciation of specific units of plant, it is de- 
cided to make an analysis with a view to the setting up of a plant 
ledger. It is necessary to determine what units or groups of units of 
plant are of sufficient importance to warrant setting up for them an 
account or accounts in the plant ledger. To indicate how the proce- 
dure of establishing the necessary facts is carried out, assume that a 
given machine is under consideration. All available data relative to 
the machine’s cost at date of installation, operating history, and 
present status, are collected. Assume that the machine was pur- 
chased 10 years ago at a cost of $5,000.00, and that it appears to 
have a remaining useful life of 10 years. Based on the straight-line 
method of depreciation, the machine is one-half depreciated and 
therefore has a book value of $2,500.00. The essential data relative 
to the machine should be entered on a separate page of the plant 
ledger. The same procedure should be followed for the entire plant, 
so that when the survey is completed the essential facts relative to 
each unit of plant will be available. Based on these facts, the con- 
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trolling plant account in the general ledger and the Reserve for 
Depreciation account in the general ledger should be adjusted so 
that they will be in conformity with the plant ledger. 

After the plant ledger is in operation, the annual depreciation 
charge is determined, not by applying the blanket rate to the 
cost of the plant, but by computing the depreciation on each 
unit of plant for which there is shown an account in the plant ledger. 
The amounts thus computed are totaled to ascertain the depre- 
ciation charge. 

The advantage in the use of the plant ledger method of depre- 
ciation is obvious. It makes it possible to give each unit of the plant 
the attention which it deserves and thus renders impossible the 
occurrence of the gross discrepancies to which the application of 
composite blanket rates leads. 

The operation of the plant ledger is almost certain to be war- 
ranted by the benefits derived. The detailed information recorded is 
valuable in other connections than the mere computation of the 
depreciation charge. At any time that there arises the question of 
abandonment or disposition of an asset there is available all neces- 
sary data to make the proper adjustment. The form of a plant ledger 
is shown in Fig. 38. 

Determining the Depreciation Charge. It is well, at this 
point, to emphasize the importance of having available the data 
essential for the determination of the depreciation charge. These 
are three in number, namely: (1) cost of the asset in question, (2) 
its residual or scrap value, and (3) its estimated useful life. 

It should be noted that only one of these three items, namely 
cost, is definite; the others are estimates. It is therefore evident that 
any allowance for depreciation is at best an estimate. There exist 
various theories as to the manner in which depreciation occurs. The 
theory of the straight-line method is based on the assumption that 
equal amounts of depreciation occur over equal periods of time. 
Another theory is to the effect that depreciation is greatest during 
the first year of an asset’s life, and diminishes each year thereafter. 
Yet another theory maintains that depreciation increases each year. 
Aside from these formal theories of depreciation, there are those 
which make depreciation contingent on use or on the amount of 
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product. Detailed consideration will be given next to the various 
methods of depreciation employed. 

The Straight-Line Method. The straight-line method, the one 
commonly used in this country, is based on the theory that depre- 
ciation occurs in equal amounts in equal periods of time. Thus, if a 
building costs $10,000.00, has an estimated life of 10 years, and an 
estimated salvage value of $1,000.00, the annual depreciation is 
computed as follows: 

$10,000.00 (cost) -$1,000.00 (salvage) „„„„ „„ 

10 (years) = 

If C = Cost, S= Salvage or Scrap Value, and n — the number of 
periods in the life of the asset, the procedure in computing the 
periodic depreciation charge may be expressed as a formula, thus: 

C-S 

= periodic allowance for depreciation 

Tt 

Having secured the necessary information relative to cost, 
salvage value, and useful life, the results secured through the appli- 
cation of the formula may be tabulated as shown in Fig. 39. 


Year 

Depreciation 

Accumulated 

Depreciation 

Cost Less 
Depreciation 
to Date 

0 

$ 0.00 

$ 0,00 

$10,000,00 

1 

900.00 

900.00 

9,100.00 

2 

900.00 

1,800.00 

8,200,00 

3 

900,00 

2,700.00 

7,300.00 

4 

900.00 

3,600.00 

6,400.00 

5 

900.00 

4,500.00 

5,500.00 

6 

900.00 

5,400.00 

4,600.00 

7 

900.00 

6,300.00 

3,700.00 

8 

900.00 

7,200.00 

2,800.00 

9 

900.00 

8,100,00 

1,900.00 

10 

900.00 

9,000.00 

1,000.00 


Fig. 39 


The growth of the depreciation reserve is reflected in the Ac- 
cumulated Depreciation column. There is as much reason to assume 
that depreciation occurs in the manner indicated by this method, as 
to assume that it occurs more rapidly during the first years of the 
plant’s existence, or vice versa. Nevertheless, it is desirable to 
describe briefly two other formal or mathematical methods. 
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The Reducing Balance Method. The reducing balance 
method, which has met with favor in England, is based on the 
theory that the unamortized balance of the asset should be written 
down an equal percentage each period. This means that the periodic 
charge becomes regularly smaller each succeeding period. The 
nature of the formula is such tliat it is necessary to assume some 
amount for the scrap value of the asset. Letting C represent Cost, 
.S' Salvage, and n the number of periods involved, the formula may 
be expressed as follows: 



Assume that an asset costs $100.00, has an estimated life of 25 
years, and an estimated salvage value of $1.00. Substituting in the 
formula: 



Therefore the balance must be reduced yearly 16.8236 per cent. 
In Fig. 40 the tabulation of the results of the application of the 
formula are shown. In the first column the age of the asset in years 
is shown; in the second column, the balance at the end of each 
year; in the third column, each year’s depreciation; in the fourth 
column, the total accrued depreciation. 

The Sinking Fund Method. Under the sinking fund method 
the depreciation allowance each year is aflected by the rate of 
interest on a theoretical sinking fund. The annual depreciation is 
the amount of the annual payment tb this theoretical sinking fund 
plus the annual accretion of interest on this theoretical fund. In the 
first year there is of course no interest accretion, but after the first 
year the amount of interest increases each year. Assuming that r is 
the rate of increase, n is the estimated life in years, and V is the 
amount of the investment to be recovered through periodic depre- 
ciation charges, X, the periodic payment to the theoretical sinking 
fund, is found thus: 
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Age in Tears 

Depreciation 

Jor Each Tear 

Amount oj 
Depreciation jrom 
Beginning to End 
of Each Tear 

The 

Reduced 

Balance 

SIIOO.OOOO 



$16.8236 

$16 8236 

83.1764 



13.9933 

30.8169 

69.1831 

7, 


11.6390 

42.4559 

57.5441 

4 


9.6810 

52.1369 

47.8631 

e; 


8.0523 

60.1892 

39.8108 

f, 


6.6978 

66.8870 

33.1130 

7 


5.5708 

11 AY!?, 

27.5422 



4.6136 

77.0714 

22.9286 

g 


3.8574 

80.9288 

19.0712 

tn, . . 


3.2086 

84.1374 

15.8626 



2.6687 

86.8016 

13.1939 

1? 


2.2197 

89.0258 

10,9742 



1.8462 

90.8720 

9,1280 



1.5365 

92.4085 

7.5915 

15^ . . 


1.2772 

93.6857 

6.3143 

16 


1.0623 

94,7480 

5.2530 

|7 . 


.8835 

95,6315 

4.3685 

1ft . . 


.7349 

96.3664 

3.6336 

JO . . 


.6113 

96.9777 

3,0223 



.5084 

97.4861 

2.5139 

7.1 .. . 


.4229 

97.9090 

2.0910 

72, ■ . 


.3498 

98.2588 

1.7412 

n. . . 


.2929 

98 5517 

1.4483 

24 . . 


.2437 

98 7954 

1,2046 

25 . . 


.2028 

98.9982 

1.0018 



$98.9982 




Kg. 40 




Assume that an asset costs $100.00, has an estimated life of 
25 years, and an estimated salvage value of zero. The theoretical 
interest rate is 5 per cent. Substituting in the formula: 


In Fig. 41 the tabulation of the results of the application of the 
formula are shown. In the first column the age of the asset in years 
is shown; in the second column the book value of the asset at the 
end of each year is shown; in the third column the annual payment 
to the theoretical sinking fund is shown; in the fourth column the 
theoretical accretion of interest in the sinking fund is shown; and in 
the fifth column the actual annual cost or depreciation, which con- 
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Value at Annual Pay- Annual AcmUon Actual 

Age in Tears End of ment to Sink- of Interest in Annual 

Tear ing Fund Sinking Fund 

0 $100.0000 

1 97.9048 $ 2.0952 $ 0.0000 $ 2.0952 

2 95.7074 2.0952 .1049 2.2001 

3 93.3947 2.0952 .2148 2.3100 

4 90.9693 2.0952 . 3302 2.4254 

5 88.4225 2.0952 .4516 2.5468 

6 85.7483 2.0952 . 5790 2.6742 

7 82.9405 2.0952 .7126 2.8078 

8 79.9923 2.0952 , 8530 2 9482 

9 76.9866 2.0952 1,0005 3,0957 

10 73.6462 2.0952 1.1552 3 2504 

11 70.2333 2.0952 1.3177 3.4129 

12 66.6497 2.0952 1.4884 3.5836 

13 62.8870 2.0952 1.6675 3.7627 

14 58.9361 2.0952 1.8557 3.9509 

15 54.7876 2.0952 2.0533 4,1485 

16 50.4317 2.0952 2.2607 4.3559 

17 45.8581 2.0952 2.4784 4.5736 

18 41.0557 2.0952 2,7072 4.8024 

19 36.0133 2,0952 2.9472 S 0424 

20 30.7187 2.0952 3,1994 5.2946 

21 25.1594 2.0952 3.4641 5.5593 

22 19.3221 2.0952 3,7421 5.8373 

23 13.1930 2.0952 4.0339 6.1291 

24 6 7574 2,0952 4.3404 6.4356 

25 0.0000 2.09J2 4.6622 6,7574 

$52 . 3800 $47 . 6200 $100 . 0000 


Fig. 41 

sists of the annual payment plus the year’s theoretical interest 
accumulation, is shown. 

Informal Methods. Used to a considerable extent are certain 
methods which are not based on fixed mathematical formulas, 
Consideration of the nature of industry makes it evident that depre- 
cation is to some extent determined by the amount of activity or by 
amount of the product. This is especially evident in minin g 
'prises. The mining equipment, shafts, and so on become 
’ess when the mine is exhausted. It is evident, therefore, that 
of the mine determines the useful life of the equipment. 
' the fact that the life of the mine cannot be forecast with 
accuracy, it may be found preferable to estimate the 
hich the mine will produce and then base the deprecia- 
e each year on the tonnage produced during the year. 
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To illustrate, assume that a coal mine is opened, and that it is 
estimated that its total production of coal will amount to 1,000,000 
tons. Assume that the cost of equipment, shafts, and so on, is 

1100.000. 00. This is equivalent to 10 cents per ton of coal in the 
deposit. If, during the first year of operations, 50,000 tons of coal are 
mined, the depreciation charge for the year would amount to 

15.000. 00, and the depreciation charge each year thereafter would 
be proportionate to tonnage mined. Under this plan, original 
estimates may require considerable adjustment, but this would not 
in any way affect the validity of the plan. 

Another application of the same principle is found in the plan of 
writing off depreciation on automobiles by basing depreciation on 
mileage run. If experience shows that automobiles used for certain 
purposes will give 50,000 miles of service, on an average, and if the 
automobiles used in this service cost $1,000.00 each, the deprecia- 
tion per mile operated is 2 cents. If the mileage for a given year for 
one car is 10,000 miles, the depreciation charge is $200.00. 

There are several variations of the method explained above, 
made necessary by the varying conditions to which the method 
must be applied. One variation is to estimate the service life of the 
asset in working hours, and then to charge as depreciation an equal 
sum for each hour the asset is used or is in service. Suppose that a 
machine costs $1,000.00 and has an estimated service life of 20,000 
hours. This results in a depreciation rate of 5 cents per hour. If, in a 
given year, the machine operates 3,000 hours, the depreciation for 
the year is $150.00. 

The appraisal method is the least formal of all. This method 
necessitates the determination, by means of an estimate, of the value 
of the asset in question at the end of each period. Whatever the excess 
of the balance shown in the asset account is above the appraised 
value is the amount to be written off as depreciation. There are 
valid objections to the use of this method under conditions which 
usually exist. In applying this method there is a tendency to allow 
considerations of current market conditions to exercise too great an 
influence. The purpose of depreciation accounting, in the case of 
going concerns, is to preserve the investment in the asset. This can 
be done best by some uniform plan whereby the cost of the asset less 
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salvage value is returned to the company which owns it during its 
useful life. 

Choice of a Method. Methods which are mathematically com- 
plicated should not be rejected simply because they are complicated, 
even though they have not proved popular in this country. Condi- 
tions in a given enterprise are important considerations. Some con- 
cerns find it desirable to classify plant and equipment to a much 
greater extent than others. Several years ago a large steel manu- 
facturing concern divided its entire equipment into several groups 
and applied what appeared to be the proper rate of depreciation to 
each group. Such rough-and-ready methods of figuring depreciation 
are being superseded today by methods based on the more detailed 
analysis of plant and equipment such as is necessary when the plant 
ledger is operated. With the aid of detailed information made 
available by the use of the plant ledger, there should not be great 
difficulty in determining what plan is best suited for computing the 
annual depreciation on each unit of plant. 



Chapter 7 

RESERVES AND FUNDS 


Reserves and Funds Distinguished. Practically all modern 
balance sheets make use of reserves, or funds, or both, in one form or 
another. As the word reserve indicates, it means the setting aside, or 
earmarking, of something. Unfortunately, in accounting procedure, 
the word reserve has been given more than one use; thus there are 
valuation reserves, surplus reserves, and not infrequently liability 
reserves. The true reserve is a reserve of surplus; but since custom 
has rendered universal the employment of valuation reserves, there 
is little use in objecting to this terminology. No misunderstanding is 
likely to arise, if the necessary qualifying adjective is employed in 
connection with the use of the word reserve. Thus accountants, 
generally, understand that a reserve for depreciation is a valuation 
reserve; and they also understand that a reserve for contingencies is 
a true reserve; and that a reserve for taxes is a liability reserve. The 
matter may be summarized briefly by setting out reserves as follows; 
(1) true reserves, (2) valuation reserves, (3) liability reserves. 

At this point it is necessary to indicate briefly the manner in 
which each type of reserve is established. Until this is done it is 
difflcult to understand the relation of reserves to funds. 

True reserves are set up by means of an adjusting journal entry, 
in which the debit or charge is made to free surplus and the credit is 
made to the Reserve account in question. Thus, if it is desired to set 
up a reserve for contingencies amounting to $10,000.00, the entry 
is as follows: 

Dec. 37y 19 — 

Earned Surplus 

Reserve for Contingencies . . . 

To set up reserve jor contingencies 

The adjustment for establishing the valuation reserve is made at 
the end of the accounting period and reflects the estimated amount 
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10,000.00 

10,000.00 
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of accruing expense arising from depreciation in case of fixed assets 
and from estimated uncollectible accounts in case of accounts re- 
ceivable. The Reserve for Depreciation and the Reserve for Bad 
Debts are the two principal types of valuation reserves. To illustrate 
the adjustment for depreciation, assume that a building costs 
$10,000.00 and has an estimated life of 10 years, without any 
remaining salvage value. The annual depreciation, by the straight 
line method of calculation, amounts to $1,000.00. The adjustment 
at the end of the year is as follows: 

Dec. 31 i 19 — 

Depreciation Expense 1^000.00 

Reserve Jar Depreciation liOOO.OO 

For depreciation allowance on building Jor year ending December 
31^ 19 — “* 

For bad debts, the estimated amount for this accruing expense 
being determined at, say, $700.00, the adjusting entry is as follows: 

Dec. 31 i 19 — 

Bad Debts Expense 700.00 

Reserve for Bad Debts 700.00 

For provision for bad debts for year ending December 31, 19 — . 

A liability reserve is established by transferring a given amount 
from Surplus to the Liability Reserve account in question. The 
procedure is similar to that required for the establishment of a true 
reserve, but the ultimate disposition of the reserve is different. In 
case of a true reserve, it is known in advance either that (a) the 
reserve will ultimately be transferred back to surplus, or that {b) the 
likelihood of its becoming a true liability is at the present time 
remote. Thus if a reserve for contingencies is set up, the likelihood 
under present conditions that a definite liability will arise necessi- 
tating a change to the Reserve for Contingencies account is remote. 
On the other hand, certain types of true reserves never become 
liabilities, but are ultimately disposed of by being transferred back 
to the Surplus account. This is true, for example, of a reserve for 
betterments. 

To illustrate how a reserve for betterments is ultimately trans- 
ferred back to the Surplus account, assume that a concern each year 
sets aside out of surplus $5,000.00 by debiting Surplus account and 
crediting a Reserve for Betterments account. At the end of ten 
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years there will be a credit balance in the Reserve for Betterments 
account of $50,000.00. This simply means that there is $50,000.00 
of surplus earmarked and thus retained in the business, whereas this 
might have been distributed as dividends had it been permitted to 
remain in the Surplus account. It is evident that the Reserve for 
Betterments account is not an asset. If, at the expiration of 1 0 years, 
$50,000.00 is expended on betterments, this money will be provided 
in the form of cash or other property which can be given in pay- 
ment. Assuming that $50,000.00 cash is expended on a betterments 
project, the entry for the expenditure is as follows: 


Betterments 50,000.00 

Cash 50,000.00 


For betterments oj . 

After this entry has been made and posted, there still remains in the 
ledger an account entitled Reserve for Betterments account with a 
credit balance of $50,000.00. There has been no lessening in asset 
values, and as a consequence there is no lessening in net worth. 
Since the purpose of the board of directors in making such a reser- 
vation of funds has been accomplished, the reserve may now be 
transferred back to the Surplus account, thus: 

Reserve for Betterments 50,000,00 

Surplus . 50)000,00 

To carry balance in Reserve Jor Betterments account to Surplus 
account. 

The preceding discussion of the manner in which surplus re- 
serves are set up serves to indicate that the primary purpose of 
reserves of this type is to retain in the business values which might 
otherwise be distributed in the form of dividends. This mere reten- 
tion of values is not a guaranty that the values so retained will take 
any particular form. Thus, if there exists a surplus of $100,000.00, 
and the board of directors votes to transfer $25,000.00 of this amount 
to a Reserve for Contingencies account, it is evident that there 
occurs no change in the status of the assets themselves. Current 
assets, fixed assets, and investments remain the same as before the 
reserve was established. There is now, however, only $75,000.00 in 
free surplus available for dividends, whereas before the reserve was 
set up there was $100,000.00 of surplus available for dividends. 
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There is not much likelihood that the board of directors will reverse 
its own policy by transferring the amount reserved back to the 
Surplus account. Consequently, the $25,000.00 reserved will be 
retained in the business. This probably means that working capital 
will be $25,000.00 more than it would be were the entire $1 00,000.00 
of surplus used to pay dividends. It also means that there is likely 
to be $25,000.00 more of cash on hand than would be the case 
were no reserve established and all available surplus used to pay 
dividends. 

In order to meet more fully the requirements for available funds 
at the time they are needed, it is commonly customary to establish 
funds. Such a fund may or may not be employed in conneetion with 
a corresponding reserve. Funds are more frequently required in 
connection with the issue of bonds than are reserves. The fund, if set 
up in the hands of a dependable trustee, will amount to an absolute 
guaranty that there will be forthcoming the money necessary to 
meet the requirements. Perhaps the most common use of funds in 
business is found in the case of sinking funds, whereby means is 
provided for the retirement of outstanding bonds. Thus, if there is 
outstanding a one million dollar issue of bonds, due 20 years from 
date of issue, it is evident that if it is required that a fund be set up 
by specified payments to the sinking fund trustee, the amount thus 
accumulating under the supervision of the trustee will be available 
when needed for the retirement of part or all of the outstanding 
bonds. 

Sinking Fund and Sinking Fund Reserves Illustrated. To 

illustrate the procedure required in connection with the operation 
of a sinking fund and a corresponding sinking fund reserve, assume 
that Corporation A sells an issue of 6 per cent bonds, the principal 
sum amounting to $1,000,000.00. These bonds mature in 10 years, 
when they will be redeemed at their face value. There is, of course, 
no objection to the repurchase of outstanding bonds at any time 
that funds are available for that purpose. In order to simplify the 
computations involved, interest will be neglected. The trust deed 
requires that the corporation each year pay to the sinking fund 
trustee $100,000.00 to provide for a sinking fund for the retirement 
of the bonds. It is evident that if interest is earned by the sinking 
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fund, and added to it, this annual provision v/ill be in excess of 
requirements. Here, however, interest is neglected, so that the total 
payments to the sinking fund trustee will amount to $1,000,000.00 
in 10 years. In the practical management of sinking funds it is 
rarely the case that the fund is kept entirely intact and allowed to 
accumulate at compound interest. Instead, the trustee buys up 
outstanding bonds of the issue in question when prices are favor- 
able. In this way the fund is employed in the safest possible manner, 
namely, to retire bonds of the issue which the fund is established to 
retire. The trust deed will indicate the date and manner in which 
the sinking fund installments will be paid by the corporation to the 
sinking fund trustee. In the present illustration it may be assumed 
that the $100,000.00 payment will be made at the end of each year 
following the issue of the bonds. If the bonds are issued on July 1, 
19-5, the first $100,000.00 installment will be due on July 1, 19-6, 
the .second on July 1, 19-7, etc. The entry at the time the pay- 
ment is made is as follows, on the books of Corporation A; 

Sinking Fund Trustee 100,000.00 

Cash 100,000.00 

Fui payment to sinking fund, as provided by trust deed. 

During the next year the sinking fund trustee may use a part or all 
of this $100,000.00 to buy up outstanding bonds of the issue in ques- 
tion if he is permitted to do so by the trust deed and if the market is 
favorable. Assume that on September 1, 19-6, the sinking fund 
trustee purchases $50,000.00 of the outstanding bonds at their par 
value plus accrued interest, this interest amounting to $1,000.00. 
The entry on the books of the corporation, when it has been 
informed of the transaction by the sinking fund trustee, is as 
follows: 

Bonds 

Interest Expense 

Sinking Fund Trustee 

For purchase by sinking fund trustee of 50,000.00 pai valueoJO per 
cent bonds, and payment by hustee of accnied inlnest thereom 

Since the payment of interest should be made by the corporation, 
not by the sinking fund trustee, it will be necessary for the corpora- 
tion to reimburse the sinking fund trustee for the $1,000.00 paid on 


50,000.00 

1,000.00 

51,000.00 
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account of interest expense. The entry for this reimbursement is as 
follows : 

Sinking Fund Trustee 1,000.00 

Cash 1,000.00 

To reimburse sinking fund trustee for accrued interest paid when 
50,000.00 of bonds are retired. 

At the end of each year, the payment of $100,000.00 will be 
made to the sinking fund trustee, and he may or may not use the 
available funds for the further retirement of outstanding bonds. In 
any event, at the end of ten years, there should be in the hands of 
the sinking fund trustee approximately enough money to pay olf the 
balance of the outstanding bonds. It is evident, however, that where 
amounts are paid to retire outstanding bonds at various dates, 
between the issue date and final retirement date, at varying market 
prices, there is no way to guarantee that the exact amount required 
to pay off outstanding bonds will be in the fund at the end of 10 
years. The corporation may be required to make an adjustment by 
paying to the sinking fund trustee whatever deficiency may exist. 
If, on the other hand, after all bonds are retired, there remains a 
surplus in the sinking fund, this will be paid to the corporation 
by the trustee. 

Thus far the sinking fund reserve has not been mentioned. The 
trust deed is usually specific relative to the sinking fund, but fre- 
quently it makes no provision relative to a sinking fund reserve. 
This is because the creation of the sinking fund is of primary im- 
portance from the point of view of the bondholders, whereas the 
creation of a sinking fund reserve is of primary importance to the 
corporation’s managers. Therefore, the creation of the sinking fund 
reserve may not be made obligatory. If, however, it is required by 
the trust deed, it must be created specifically in accordance with 
the requirements. So if the trust deed specifies that each year there 
shall be reserved $100,000.00 of surplus by transferring surplus to a 
special reserve account, the entry on January 1, or other specified 
date, each year, would be as follows: 

Surplus 100,000.00 

Sinking Fund Reserve 100,000.00 

To traiuferfrom Surplus to the Sinking Fund Reserve account, the 
amount specified in the trust deed. 
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If this procedure is continued yearly there will be in the Sinking 
Fund Reserve account $1,000,000.00 at the end of the 10-year 
period. Even after the bonds are redeemed, this credit balance of 
$1,000,000.00 will remain in the Sinking Fund Reserve account. 
The reserve is not paid out; cash is paid out. Making the reserva- 
tion of surplus merely strengthens the financial structure of the 
corporation. The position might not be equally strong were the 
amount of $100,000.00 not annually transferred from the Surplus 
account to the Sinking Fund Reserve account; for if the trust deed 
does not specify the creation of the Sinking Fund Reserve account, 
the entire amount of free surplus might at any time be used to 
declare a dividend. Where the sinking fund reserve is obligatory, 
the amount in the Sinking Fund Reserve account cannot be trans- 
ferred back to the Surplus account except in accordance with the 
terms of the trust deed. Where the sinking fund reserve is not 
obligatory, the board of directors may at any time reverse its action 
and transfer the amount shown in the Sinking Fund Reserve ac- 
count back to the Surplus account, but this would represent a 
change of policy not likely to occur. 

After the bonds have been redeemed in full, the bondholders no 
longer have any interest in the corporation’s financial condition; 
and it is evident that the corporation is free to transfer the entire 
amount in the Sinking Fund Reserve account back to the Surplus 
account. If the amount reserved over the 10-year period totals 
$1,000,000.00, the entry required to transfer this back to the Surplus 
account is as follows: 

Jieserve for Sinking Fund 1,000f)00.00 

Surplus f 000 ^000. 00 

To iransfer amount leserved back to Surplus account, the entire 
issue of bonds involved having been redeemed. 

It is evident that the setting up of the sinking fund reserve has as 
its object merely to strengthen the position of the corporation and 
thus to preserve its capacity to make payments to the sinking fund. 
It is for this reason that the setting up of die reserve is usually 
optional, whereas the payments to the sinking fund trustee are 
eompulsory. 

Sinking Funds and Sinking Fund Reserve Illustrated. In 

order to show the practical application of the principles discussed in 
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the preceding pages, it is necessary at this point to give a brief illug, 
tration summarizing the entries required in connection with the 
operation of the sinking fund and the sinking fund reserve. Assume 
that on January 1, 19 — , Company A issues 11,000,000.00 of 10- 
year, 6 per cent, first mortgage bonds, in order to obtain funds for 
the enlargement of its plant. The trust deed provides that a sinking 
fund shall be established by semiannual payments of $50,000.00 on 
July 1 and January 1 of each year until the bonds mature 10 years 
later; also that on December 31 of each year there shall be trans- 
ferred from Surplus account to the Sinking Fund Reserve account 
$100,000.00, The trust deed also provides that any amounts in the 
sinking fund may be employed at any time market conditions warrant 
to buy up outstanding bonds of the issue in question. Provision is 
also made to the effect that all interest earned by the sinking fund 
shall be paid by the trustee to Corporation A, and thus be treated 
as a part of the corporation’s income, not as income of the sinking 
fund. The entry on July 1, 19 — , for the first installment paid into 
the sinking fund is as follows: 

Books of GirporatioQ A Books of Sinking Fund Trustee 

Sinking Fund Trustee 50,000.00 Cash .... 50,000.00 

Cash . 50,000.00 Corporation A . 50,000 00 

I'lir first payment to For first payment re- 

sinhngfiund. cetved from Corpo- 

ration A 

The entry required in December of the same year is: 

Dec. 37, 79— 

Surplus . 700,00000 None. 

Sinking Fund Re~ 

serve . . . 100,000.00 

fo set up sinking Jund 
reserve per require^ 
ments of trust deed. 

It will be assumed that in this case the sinking fund trustee chooses 
not to purchase any outstanding bonds during the 10-year period, 
but to redeem the entire issue at the maturity date. At this date 
there will be $1,000,000.00 in the hands of the sinking fund trustee. 
When the sinking fund trustee redeems the outstanding bonds, the 
entries on the corporation’s books and the entries on the books of 
the trustee are as follows: 
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Books of Corporation A 

Bonds Payable . 1,000,000 00 
Sinking Fund 

FtusLee 1,000,000^00 

for redemption of 
issue of 6 per 
cent bands. 


Books of Sinking Fund Trustee 
Corporation A 1,000,000 00 

Cash 1,000,000.00 

For redemption of 
issue of 6 per 
cent bonds 


At the end of each year there has been transferred to the Sinking 
Fund Reserve aceount from Surplus account $100,000.00, so that at 
the end of the 10-year period the Sinking Fund Reserve account has 
in it a credit balance of $1,000,000.00. The entry to reflect its 
transfer back to Surplus account is as follows: 

Books of Corporation A Books of Sinking Fund Trustee 

Sinking Fund Re- JVone. 

serve 1,000,000 00 

Surplus 1,000,000.00 

To Irandor sinking 
fund reserve to 
surplus, the out- 
standing bonds 
having been re- 
deemed by trustee. 


In practice there are many variations to be found in the treat- 
ment of sinking funds and of sinking fund reserves. Sometimes the 
fund is found without a corresponding reserve, and occasionally 
a reserve is found without a corresponding fund. Also, in practice 
there is great variation relative to the manner in which the sinking 
fund may be operated. Sometimes, in theory, the fund is regarded 
as increasing according to the laws of some mathematical formula. 
But in practice this rarely or never exactly occurs. Even though an 
attempt is made to reinvest all earnings of the fund, there will at 
times be some part thereof uninvested, and therefore earning no 
interest. Also, the fund will not, in practice, be earning the same 
rate of interest as is assumed in the application of the sinking fund 
formula. With respect to a particular issue of bonds, the terms of 
the trust deed should be consulted to ascertain the duties of the 
trustee and the obligations of the corporation, relative to the 
sinking fund. 

Other Surplus Reserves. In addition to the sinking fund re- 
serve discussed above, there are several other types of reserves of 
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surplus. Chief among these are the following: (1) reserves for con- 
tingencies, (2) reserves for betterments. 

7. Reserves for Contingencies. A contingency is a possible future 
occurrence which is indicated by present conditions. Mere accidents 
which may occur in the future are not contingencies, since there is 
nothing in the present situation to indicate that they may happen. 
An example of a contingency is a lawsuit brought against an enter- 
prise by a competitor for trademark infringements. The lawsuit is 
an actuality, but the possibility of an adverse court decision is as yet 
merely a contingency. Should the final outcome of the litigation 
result in an adverse decision and the issuance of a court judgment 
for the payment of $10,000.00 to the competitor, the contingency 
would become an actuality or, in other words, the contingent lia- 
bility which existed before the court decision became final now 
becomes an actual liability. 

There are other kinds of contingencies; for example, a contin- 
gency arises when a person or enterprise indorses notes receivable in 
order to discount them at a bank. This particular type of contin- 
gency appears in the balance sheet because, when notes receivable 
are discounted, the following journal entry is usually made: 

Cask XXX. XX 

Notes Receivable Discounted XXX. XX 

For discounting of notes receivable. 

Not all contingent liabilities are thus definitely expressed in the 
balance sheet. Sometimes a footnote is employed to explain the 
existence of a contingent liability. Sometimes the contingent lia- 
bility is expressed short in the balance sheet; that is, the estimated 
amount of the contingent liability is shown but is not carried into 
the final money column of the balance sheet. It may be said to be 
a memorandum introduced into the balance sheet. 

Probably the best general description of the reserve for contin- 
gencies is to the effect that it represents the setting aside or earmark- 
ing of surplus for purposes of conservatism. Some reservations of this 
type are made merely as a general protective measure, without 
having in mind any specific contingent liability. Reserves of this 
type serve as a kind of cushion, not only against losses arising from 
contingencies, but also against losses resulting from mere accidents. 
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Also, it appears that in some cases the reservation is made, not so 
much for the purpose of providing against future contingencies and 
accidents, as to diminish the amount of free surplus available for 
paying dividends. 

Since reserves for contingencies are noncontractual in character, 
they are usually established by resolution of the board of directors, 
but the same board which authorizes their establishment may reverse 
its action by authorizing a transfer from the reserve back to surplus. 
The setting aside of reserves which are noncontractual in character 
may be said to reflect the policy of the management relative to 
future events. Therefore, unless there occurs a change in manage- 
ment, it would not be expected that such a policy would be reversed 
lightly. 

The entry for the establishment of a reserve for contingencies 
may be made at any time, since it represents merely the transfer of 
a portion of net worth from one Net Worth account to another Net 
Worth account. It would naturally be made shortly after the meet- 
ing of the board of directors at which the establishment of the 
reserve is voted. The journal entry required is simple in character, 
being in the form of a debit to free surplus and a credit to the 
Reserve for Contingencies account. Thus, if the board of directors 
of Corporation Y votes, on January 16, 19 — , to reserve $100,000.00 
of free surplus as a reserve for contingencies, the necessary entry 
might be made on January 17, as follows: 

Surjilus 100,000.00 

Reserve for Contingencies 100f)00,00 

Reservation made per resolution of Board of Directors on January 
16^ 19 — . See minute book', page — , 

2. Reserves for Betterments. A betterment is a capital expenditure. 
Thus a corporation may be planning a program requiring the 
expansion of its plant and equipment. The funds for such a program 
might be secured in one or more of several ways. Perhaps the most 
appropriate source of funds for such an expansion program would 
be the earnings of the enterprise, but it might be necessary to 
supplement these sources by the sale of capital slock, or by the sale 
of bonds, or by the use of a part of the concern’s working capital. If 
the board of directors has planned for future expansion, it might 
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find it desirable to set up a reserve for betterments by transferring 
to a Reserve for Betterments account from the Surplus account a 
given sum. Thus if corporation B has free earned surplus of 
$500,000.00, it might transfer $200,000.00 of this to a Reserve for 
Betterments account, through the following journal entry: 

Surplus - 200,000 00 

Reserve for Beitei merits . . 200,000.00 

Per resolution of Board of Directors, dated January 16, 10 — . 

See minute book, page — . 

Whether the foregoing is the appropriate sum to be reserved out of 
surplus is a question of financial judgment which must take into 
consideration such problems as the established dividend policy of 
the corporation and the need of maintaining a certain working 
capital position, since paying dividends and contracting for better- 
ments both reduce working capital. 

Assuming that when Corporation B finds it necessary to make 
expenditures on its betterments program there exists on its books a 
Reserve for Betterments account having a credit balance of 
$600,000.00, what is the appropriate treatment of this account? 
There appears to be no objection to closing the amount credited to 
the account back into the Surplus account since the purpose for 
which the reserve was established, namely, the provision of funds 
for expansion, has been accomplished. Obviously, however, the 
corporation is no longer in a position to pay out as much in divi- 
dends, because its working capital has been reduced as a result of its 
program of expenditures on betterments. 

Valuation Reserves. Valuation reserves, as distinguished from 
true reserves, are not set up out of surplus and do not form a part of 
net worth. Some objection has been raised to the use of the word 
reserve in this connection, but custom has placed the stamp of 
approval on its use, and this commonly accepted terminology will 
be employed here. The purpose of a valuation reserve is to supple- 
ment or evaluate some asset account. Thus if a fixed asset such as a 
building is concerned, the valuation reserve is known as the Reserve 
for Depreciation on Building account; and in case of accounts 
receivable the valuation reserve is known as the Reserve for Bad 
Debts account. The theory of the valuation reserve is to the effect 
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that the reserve represents the amount of decline in value, usually 
based on original cost, which has occurred through the use of the 
asset, in case of fixed assets; and through the occurrence of losses in 
the form of uncollectible accounts, in case of accounts receivable. 
The reserve for depreciation and the reserve for bad debts arc 
further considered in the following paragraphs. 

7. Reserve for Depreciation. The general theory of depreciation has 
been considered in Chapter 6. Here the problem is merely to indi- 
cate the general purpose of the reserve for depreciation and to 
explain its status as a factor in the evaluation of fixed assets. Ob- 
viously, the starting-point must ordinarily be the cost of the asset 
which is to be evaluated. Departures from this plan are sometimes 
made, but only in the event that the original cost basis of valuation 
is no longer the appropriate one to use. The depreciation which 
accrues from year to year in connection with a fixed asset repre- 
sents, in the words of P. D. Leake, the expiration of capital outlay 
and presumably indicates the amount which has been charged to 
customers as the result of treating depreciation as an operating 
expense, being added to the cost of output or regarded as a part of 
the cost of service rendered. 

In the balance sheet, custom has established the policy of 
deducting the amount of the depreciation reserve from the asset to 
which the reserve relates, or which it evaluates. The extent to 
which details may be shown in the balance sheet depends upon 
circumstances. Thus where a detailed plant ledger is maintained 
there naturally exists a breakdown in the investment in fixed assets, 
and as many detads may be shown in the balance sheet as circum- 
stances warrant. 

As has been stated, the usual procedure is to base the deprecia- 
tion charge, and therefore the depreciation reserve, on original cost. 
In some instances, however, this procedure cannot be maintained. 
When departure from original cost must be made, there may result 
certain problems relative to the correct treatment of depreciation. 
Thus, if an appraisal of plant results in the write-up of plant values 
on the books, it must be decided whether or not to base depreciation 
on the written-up values. If depreciation is based on the increased 
values, the revaluation surplus is gradually converted into earned 
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surplus. This is not the case, however, when, notwithstanding the 
write-up, the depreciation allowance is based on cost. As explained 
elsewhere, the procedure in such event is to gradually transfer 
revaluation surplus to the depreciation reserve. 

Question arises as to the advisability of establishing depreciation 
funds. Obviously, the purpose of such a fund is to reflect the amount 
of depreciation which has been earned, as well as to render available 
a specific sum to be used to replace the asset when it is apparent that 
replacement is necessary. In practice, the depreciation fund is 
rarely or never found. This is because the amount of the earned 
depreciation may be more profitably employed to increase working 
capital, or to provide funds for replacements, or for expansion of 
plant immediately required. If a depreciation fund is established it 
must be invested usually in high-grade securities which will possess 
an earning power lower than that which the fund would earn if not 
segregated, but used instead where most needed in connection with 
the operations of the enterprise. 

2. Reserve for Bad Debts. Although the reserve for bad debts is a 
valuation reserve, and is customarily deducted from the accounts 
receivable in the balance sheet, it operates somewhat differently 
from the depreciation reserve. The depreciation reserve accumulates 
until, after a period of years, it is sufiicient to permit the cancellation 
against it of the asset account which it evaluates. The Reserve for 
Bad Debts account evaluates accounts receivable, which is not a 
fixed asset and which therefore does not depreciate in the accepted 
sense of the word. 

To illustrate the theory which underlies the treatment of bad 
and doubtful accounts, take the case of a corporation which begins 
business on January 1, selling to customers on credit and for cash. 
It is evident that no losses can occur in connection with sales for 
cash, but that notwithstanding careful credit investigation some 
losses will occur in connection with credit sales. Assuming that the 
credit terms are thirty days, it is evident that within one month after 
the statements for the given month are mailed to customers most of 
the accounts will have been settled. Some, however, will remain 
unpaid and become overdue. At the end of the year it will be found 
that a few accounts created in the first months of the year are still 
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tmpaid but that the larger amounts of unpaid accounts which 
remain on the books arise from sales made in the later months of the 
year, most or all of those for December remaining unpaid. The 
problem is to estimate what amount of losses may be expected to 
occur ultimately in connection with charge sales made during the 
year. In case of a new enterprise there will be little available infor- 
mation relative to the percentage of accounts receivable which will 
prove to be uncollectible. Experience of concerns engaged in the 
same line of business may, however, be available. It is evident that 
the logical procedure is to estimate the loss on the basis of a percent- 
age of the sales made on account during the year, rather than on the 
basis of the unpaid accounts outstanding at the end of the year, since 
most of these unpaid accounts originate in November and December. 
Assuming that one-half of 1 per cent of all sales made on account 
will prove to be uncollectible, and that the sales on account during 
the year amount to $500,000.00, the amount which may be ex- 
pected to prove uncollectible will be one-half of 1 per cent of 
$500,000.00 or $2,500.00. Since it is not likely that any account 
originating in a given year will be proved to be uncollectible within 
the year, it is evident that practically all uncollectible accounts will 
be proved to be such in the year or years which follow the year in 
which the credit sales are made. Therefore, at the end of the year in 
question, the adjustment to provide for estimated uncollectible ac- 
counts should be for the entire amount in the year in question. As 
this is $2,500.00, the adjusting entry is as follows: 

Die. 31, 19— 

Bad Debts Expense 

Reserve for Bad Debts 

To reserve one-halj oj 7 per cent of sales on account, to provide for 
estimated uncollectible accounts. 

If the estimate proves to be correct, there will be a total of $2,500.00 
in accounts receivable dating from the year in question which will 
prove to be uncollectible. It is not to be expected that the estimate 
can be made with such great accuracy. Therefore, if uncollectible 
accounts dating from the year in question ultimately prove to 
amount to $2,337.41, or $162.59 less than estimated, the difference 
would not be regarded as excessive. It simply means that the amount 


2,500.00 


2,500.00 
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charged to Bad Debts Expense account in the year in question was 
$162.59 more than it should have been. In the following year, or as 
soon as it is determined that bad debts are being slightly overesti- 
mated, it would be advisable to reduce slightly the estimated percent- 
age of bad debts. Since profit is understated $162.59 in the year in 
question, it would be advisable to transfer the unused portion of the 
reserve for bad debts to Surplus account, thus making surplus what 
it would have been had bad debts expense been correctly estimated. 
The entry required to make such transfer of the unused portion of 
the reserve is as follows: 

Reserve for Bad Debts 162.59 

Surplus 162.59 

To transfer to surplus excess of estimated bad debts over the amount 
of bad debts actually realized for the year — * 

Whenever any account is finally ascertained to be uncollectible, 
it must be charged against the Reserve for Bad Debts account. After 
the accounts receivable are recorded in a subordinate accounts 
receivable ledger the entry to adjust the general ledger accounts is 
as follows, assuming the loss on a bad account amounts to $27.30; 

Reserve for Bad Debts 27..30 

Accounts Receivable 27.30 

To write off uncollectible account of J. K. Atkins, his account in 
the accounts receivable ledger having been transfened to the file 
of uncollectible customers’ accounts. 

It is evident that, whereas the reserve for depreciation accumu- 
lates in amount from year to year, the reserve for bad debts does not. 
The reason for this is that the reserve for bad debts makes provision 
for an expense which is realized definitively in a short time, whereas 
the reserve for depreciation makes provision for an estimated 
accruing expense which continues over a period of several, or per- 
haps many, years. Within a year or two from the date of the making 
of the reservation for bad debts, the entire amount reserved will 
have been cancelled by having charged against it the amount of 
bad debts proved to be uncollectible. Therefore, at any given bal- 
ance sheet date, the amount of the reserve for bad debts usually 
relates largely to the current year but may contain a small amount 
which relates to accounts of the previous year not yet definitely 
settled. 
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Liability Reserve. A liability reserve is simply a provision for a 
debt the amount of which is not yet definitely ascertainable. Per- 
haps the most frequent illustration of a liability reserve occurs in 
connection with taxes. Since the exact amount of taxes for the year 
is not known until after the close of the year and until after the 
books are closed for the year, it is evident that an estimate of the 
amount of taxes accrued must be made monthly if the books are 
closed each month, or at the end of the year if the books are closed 
only yearly. 

To illustrate, assume that Corporation G paid taxes for a given 
year amounting to $854.00. During the next year provision in the 
form of a reserve for taxes is set up on the assumption that the taxes 
will be the same as for the preceding year. This amounts each 
month to of $854.00, or $71.16, monthly. Therefore, if provi- 
sion is made monthly for estimated accrued taxes the following 
adjusting entry is made at the end of each month: 

Taxes Expense 77.16 

Reserve Jor Taxes. 71.76 

For taxes accrued. 

As of the closing date, December 31, the Taxes Expense account 
will be closed into the Profit and Loss account, whereas the Reserve 
for Taxes account will be shown as a current liability on the balance 
sheet. If the tax bill, when received, shows the tax liability to be 
$875.00, the entry for its payment is as follows: 


Reserve far Taxes 834.00 

Surplus 21.00 

Cash 


For taxes far preceding year, excess of amount of estimated taxes 
being chatged to Suiplur account. 


875.00 
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PROMOTION AND ORGANIZATION 
OF CORPORATIONS 


A Form of Organization. The corporation is a form of organiza- 
tion which owes its existence to the state. Corporations are estab- 
lished in accordance with either {a) special act of the legislature, or 
{b) general incorporation acts. 

Formerly, many business corporations were established under 
special legislation, but the increase in number of corporations 
organized has made it necessary for the states to enact general 
legislation. In accordance therewith application is made to the 
secretary of the state, who, after investigating the proposed in- 
corporation, if satisfied that all requirements have been met, is- 
sues a charter, or certificate of incorporation, and thus authorizes 
the new corporation to engage in business within the limits of its 
granted powers. 

Problems of Corporate Organization. The special problems 
which confront those who establish and operate a business under 
the corporate form are: (1) legal, (2) financial, (3) accounting. 

The purchasing, operating, and selling functions are the same in 
a corporation as in a partnership or sole proprietorship, varying 
only with the nature and size of the business. The legal, financial, 
and accounting problems involved in corporate procedure present 
certain aspects which are peculiar, and are not met with in the 
operation of partnerships or sole proprietorships. 

Corporate Indebtedness. The form of corporate indebtedness 
differs somewhat from that of sole proprietorships and partner- 
ships; nevertheless, rights of corporate creditors are essentially the 
same as those of creditors generally, varying only as specified bylaw. 
Consequently, under this head, discussion will be limited to a study 
of the special instruments of corporate indebtedness. 

120 
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Corporate Net Worth. The accounting problems peculiar to 
corporations arise chiefly out of the concept of net worth, as estab- 
lished by law and financial usage. Consequently, the subject matter 
of this and following chapters is concerned with the interpretation of 
corporate net worth, in accordance with the following outline; 

I, Net worth 

A. Capital contributions 

B. Treatment of surplus 

1. Nature of surplus 

2. Reserves of surplus 

3. Adjustments of surplus 

G. Dissolution 

II. Corporate indebtedness 

Balance Sheet Peculiarities. A glance at the balance sheets of 
three concerns, one a sole proprietorship, one a partnership, and 
one a corporation, will show that the material differences lie in the 
presentation of net worth. The following is a reproduction of the 
net worth division of the balance sheet proposed by the American 
Institute of Accountants: 

Net worth; 

If a corporation — 

(a) Preferred stock (less stock in treasury) 

(A) Common stock (less stock in treasury) 

(c) Surplus: 

Capital or paid in 

Arising from revaluation of capital assets 

Earned (or deficit) 

If a person or a partnership — 

{a) Capital 

(i) Undistributed profits or deficit 

Other parts of this proposed balance sheet are equally filled out 
for the three types of organization, no alternative forms being 
needed. 

This emphasizes the truth that legal, financial, and accounting 
problems peculiar to corporations are concerned largely with the 
treatment of net worth. 
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legal considerations 

Capital Contributions 


Promotion. Insofar as accounting is concerned, promotion is 
incidental. It is a pre-incorporation procedure which requires an 
accounting of its own. A promoter enters into contracts in order to 
get the proposed concern out of the embryo stage, hoping to transfer 
his interest therein to the corporation when he secures enough inter- 
ested parties to contribute toward its formation. He exchanges the 
value of these preliminary services for an interest in the corporation, 
in accordance with the rule that such an interest may be paid for in 
services, money, or property. 

Capital Stock. Capital stock and surplus are distinguishing 
characteristics of business corporations. Capital stock may or may 
not have a par value. 

In case of par value capital stock, there attaches to each share 
an arbitrary valuation, say $50.00 or $100.00, as fixed by the 
charter. 

In case of no par value capital stock no such arbitrary value 
appears, although a stated or minimum value may be required. 

To illustrate, assume that the Georgian Corporation is to be 
organized and that interested persons are willing to contribute 
$150,000.00 in cash, services, and property. To anticipate future 
requirements for capital, as well as to meet present requirements, 
the application for a charter specifies that the authorized capital 
stock is to be $200,000.00, each share having a par value of $100.00. 
The charter provides accordingly. 

Names of the three incorporators are listed below, together with 
their allotment of stock and the amount and character of the assets 
which each contributes. 


Name 

Amount of Stock 
Subscribed 

How Paid for 

L. K. Morton 

25.000. 00 

90.000. 00 

35.000. 00 

150.000. 00 

Pi omaiion services 
Property 

Cash 

L. L. Landis 
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Fully Paid Par Value Stock. Statutory provisions differ in the 
various states, but the usual requirement is that par value stock 
must be fully paid in to release the subscriber from further liability 
thereon. 

This involves the question of the conservative valuation of assets, 
other than cash, turned over to the corporation in payment of 
subscriptions to its capital stock. Courts hesitate to question such 
valuations, except where grossly inflated; so the way is left open for 
material misstatements of facts, and consequent inequitable treat- 
ment of purchasers of stock for cash. 

The valuation problem attaches to both Morton’s and Kramer’s 
contribution. If Kramer’s property is worth, at a conservative 
valuation, only $75,000.00; and if Morton’s promotion services are 
in reality worth but $20,000.00, it is obvious that the value attached 
to the capital stock of $100.00 per share is fictitious; also, that 
Landis is paying excessively for his stock. 

Treasury Stock. The difficulty in selling stock for cash at its par 
value, under circumstances similar to those illustrated above, has 
given rise to the device known as treasury stock. 

One or more stockholders who have contributed heavily in 
property or services, or both, donate some of the stock thus acquired 
to the corporation’s treasury. This is, in form at least, fully paid 
stock. By law, stock once fully paid up may, if reacquired by the 
issuing company, be reissued at a discount (below its par value) 
without subjecting the buyer thereof to any liability. By selling 
treasury stock for whatever it will bring, the corporation secures the 
necessary cash with which to carry on operations. 

This procedure is frequently mere subterfuge, the law being 
lived up to in form, but violated in spirit, since the stock was orig- 
inally exchanged for overvalued assets. 

The abuse of treasury stock as a means of securing funds has 
been an important consideration on the part of the advocates of no 
par value stock. 

Character of No-Par Value Stock. In a given instance the exact 
character of no-par value stock is fixed by the statutes of the state of 
incorporation. However, its more common characteristics may be 
summarized thus: 
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1 . An arbitrary or fixed valuation is absent. In case of par value stock this is 
usually $50.00 or $100.00, but may be as low as $1.00, especially in case of highly 
speculative enterprises, such as mining. 

2. In some instances no-par value stock is given a stated value, below which 
the selling price is not permitted to go. The New York law places this at $5.00. 
Usually, however, no stated value is required. 

The general corporation law of Delaware (Sec. 14) provides that no-par value 
stock, common, preferred, or special, may be issued from time to time for “such 
consideration as may be fixed from time to time by the Board of Directors thereof 
unless in the Certificate of Incorporation the power to fix such consideration shall 
have been reserved to the stockholders, in which event such power shall be 
exercised by the stockholders by consent in writing or by vote of the holders of 
record of two-thirds of the total number of each class of stock. . . .” By special pro- 
vision the Delaware law empowers the directors alone to fix the consideration for 
the first issue of no-par value stock. 

The Delaware law provides further that, “Any and all shares without par value 
so issued for which the consideration so fixed has been paid or delivered shall be 
deemed full paid stock and shall not be liable to any further call or assessments 
thereon, and the holders of such shares shall not be liable for any further payments 
in respect of such shares. . . .” 

The general corporationlaw of Louisiana provides (Sec. 14): 

“A certificate for shares having no par value shall not state any par value, nor 
any value thereof in money, except in liquidation or redemption, nor any rate of 
dividend to which such shares shall be entitled in terms of a percentage of any 
par or other value.” 

3. Since no-par value shares may be sold for whatever price the directors or 
stockholders determine, they cannot be issued at a discount, as is sometimes done 
in case of stock having a par value; hence the most common reason for the creation 
of treasury stock is obviated. 

4 As indicated in the quotation from the Louisiana statute, above, no-par 
value stock is sometimes given a valuation in liquidation or redemption. 

By value in liquidation is meant that the holders of no-par value shares are 
entided to a fixed liquidating dividend per share, possibly before the holders of 
another class of stock receive anything. 

By value in redemption is meant that no-par value stock may be retired or 
redeemed at a stated amount, say, $30.00 or $55.00, per share. 

From the foregoing considerations it is evident that the rigid 
requirements attaching to par value stock are absent in case of no- 
par value stock. Unfortunately, not all of the favorable claims made 
by the advocates of no-par value stock have been resolved favorably. 

Classes of Capital Stock. Capital stock, whether par value or no- 
par value, may be of one or more classes. 

When capital stock is of but one class, each share being identical 
with all other shares as to powers and privileges, it is known as 
common stock, or simply stock. 
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When the shares are divided into two or more classes, each class 
being distinguished from the other class or classes by specialization 
or limitation as to powers and privileges, terminology varies. Fol- 
lowing are typical cases: 

Case 7. Company A incorporates with an authorized capital 
stock of JllOO, 000.00. Each share of stock possesses the powers and 
privileges of every other share. 

The entire issue is common, and on the balance sheet is desig- 
nated simply as capital stock. 

Case 2. Company B incorporates with an authorized capital 
stock of 1200,000.00. It is all par value stock, but $100,000.00 of the 
stock is deprived of the voting privilege and, on the other hand, is 
given a certain priority in case of the liquidation of the corporation. 

In this case the $100,000.00 of the stock that has the voting 
privilege is common, and the $100,000.00 that has liquidation 
priority, but no voting privilege, is preferred, being so classified on 
the balance sheet. 

Case 3. Company C incorporates with an authorized issue of 
1100,000.00 par value stock and 20,000 shares of no-par value stock. 
Of the no-par value stock, 10,000 shares are granted priority in 
liquidation. The other 10,000 shares follow the foregoing preferred 
shares as to priority in liquidation, but precede the common shares 
having par value. 

In this case $100,000.00 of the stock is common; the other two 
groups would be given some such designation as 

No par preferred — Glass A 

No par preferred— Class B 

In practice, the powers, privileges and limitations applicable to 
each class of stock are sometimes prescribed in great detail. 

Corporate Surplus 

Corporate Earnings. The net profit of a corporation is arrived 
at in the same manner as is that of a sole proprietorship or a 
partnership. 

However, the balance of net profit is not carried to the capital 
stock account, which would be similar to the procedure of carrying 
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it to the Capital account of a sole proprietor. Instead, it is carried to 
a distinct account termed: (1) Surplus, or (2) Earned Surplus, or 
(3) Profit Derived from Operations. 

Other titles are sometimes employed, but in any event the 
meaning is the same, viz., that net profit is accumulated in a sepa- 
rate account, so that the Capital Stock account may remain un- 
changed after being credited with the selling price of the stock. 

The general corporation laws of the various states are more or 
less specific in laying down requirements as to treatment of surplus. 
The recently enacted laws of Delaware, Michigan, Pennsylvania, 
and Illinois are especially minute in this respect. 

Detailed consideration of surplus is found in later chapters. 

Corporate Charter 

Statutory Requirements. Incorporation procedure is pre- 
scribed in the laws of the various states. Section 1 of the general 
corporation law of Delaware reads: 

“Any number of persons, not less than three, may associate to establish a cor- 
poration for the transaction of any lawful business, or to promote or conduct any 
legitimate objects or purposes under the provisions of and subject to the require- 
ments of diis chapter, as hereinafter provided. . . .” 

The Delaware law provides further (Section 5) that the cer- 
tificate of incorporation (charter) shall set forth: 

1. The name of the corporation, which must be such as to be distinguishable 
from the names of other corporations organized under the laws of the state. 

2. The name of the county, city, town or place, within the county in which its 
principal office or place of business is to be located; also the name of its resident 
agent, which agent may be either an individual or a corporation. 

3. The nature of the business, or objects or purposes to be transacted, or 
carried on. 

4. If the corporation is to issue but one class of stock, the number of shares 
authorized, and {a) the par value of each of such shares, or (6) a statement that 
all such shares are to be without par value; or, if the corporation is to be authorized 
to issue more than one class of stock, the total number of shares of all classes of 
stock which the corporation is authorized to issue and (a) the number of the shares 
of each class thereof that are to have a par value and the par value of each share 
of each such class, and (b) the number of shares that are to be without par value 
and (c) a statement of all or any of the designations and powers, preferences and 
rights, and the qualifications, limitations or restrictions thereof, which are per- 
mitted, by the laws of Delaware, in respect of any class or classes of the stock of 
the corporation. 
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Also the minimum amount of capital, in no case less than $1,000.00, must 
be set forth. 

5. The name and place of residence of each incorporator. 

6. Whether or not the corporation is to have perpetual existence; if not, the 
date of commencement of its existence and the date when its existence shall cease. 

7. Whether the private property of the stockholders shall be subject to the pay- 
ment of corporate debts, and if so, to what extent. 

8. Any provision which the incorporators may choose to insert for the manage- 
ment of the business and for the conduct of the affairs of the corporation, and any 
provisions creating, defining, limiting and regulating the powers of the corpora- 
tion, the directors and the stockholders, or any class of the stockholders; provided, 
such provisions are not contrary to the laws of the state. 

9. Provision is made here for incorporation in the charter of a statement rela- 
tive to the jurisdiction of Delaware courts in case of a compromise or arrangement 
between the corporation and its creditors, or between the corporation and its 
stockholders. 

10. Such provisions as are desirable limiting or denying to the stockholders 
the preemptive right to subscribe to any or all additional issues of stock, of any or 
all classes. 

11. Provisions requiring for any corporate action the vote of a larger propor- 
tion of the stock or any class thereof than is required by the laws of Delaware. 



Chapter 9 

CAPITAL STOCK 


Corporate Net Worth. Since capital stock is peculiar to the 
corporation and since it is a means of securing proprietary funds for 
developmental and operating purposes, it is necessary, at this point, 
to consider some of the aspects of corporate net worth. Every busi- 
ness secures its funds from equity holders. An equity holder is one 
who has a legal interest in the assets of the corporation. Thus, not 
only the stockholders but bondholders, as well as unsecured credi- 
tors, are equity holders. Some accountants go as far as to insist that 
the boundary between net worth, represented by the equity of 
stockholders, and direct liabilities, represented by equities of the 
bondholders and other creditors, is more or le.ss vague. The trend 
appears to be, however, in the direction of recognizing definite 
differences between the equity of the stockholders and the equity of 
the creditors. 

When a promoter is attempting to secure the organization of a 
corporation, he expects to seciu'e the funds required to start the 
corporation on its career through sale of capital stock. The pro- 
motor himself accepts his compensation in the form of common 
capital stock. This is because he must show faith in the corporation 
which he promotes. The subscribers to the capital stock of the new 
corporation bear great risks, but also enjoy the prospect of specu- 
lative and other gains. They arc the entrepreneurs who carry upon 
their shoulders the basic risks of industry. The capital stock, after it 
has been issued and fully paid, represents the net worth or proprie- 
torship of a corporation. The corporation is distinctly a statutory 
creation, and the same is true of capital stock, which is a distin- 
guishing feature of corporate accounting. 

Formerly, it was customary for corporations to sell only capital 
stock having a par value, but at the present time capital stock with- 
out par value is popular. In any event, the capital stock sold repre- 
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gents a fixed sum contributed by the stockholders and intended to 
be retained permanently in the undertaking. It is generally held 
that this fixed sum, representing the original investment of the 
stockholders, should be definitely distinguished from accretions to 
net worth in the form of profits. As a consequence, there are two 
recognized basic accounts employed to indicate the amount of 
corporate net worth, namely, the Capital Stock account and the 
Surplus account. Whereas the Capital Stock account is relatively 
fixed in amount, the Surplus account naturally fluctuates from time 
to time, because to this account must be charged dividends de- 
clared, and sums transferred to net worth accounts, such as the 
Reserve for Contingencies account, or the Reserve for Betterments 
account. 

The Capital Stock account, the Surplus account, and surplus 
reserve accounts represent the proprietorship interest of as many 
stockholders as happen to have invested money in the corporation. 
Sometimes the stockholders are numbered in thousands, or even 
hundreds of thousands. Therefore, in case of the corporation, the 
net worth equity may be very widely distributed; for example, the 
stockholders of the American Telephone and Telegraph Company 
number more than one-half million. It is evident, therefore, that 
the corporate equity is not only to be distinguished from the equity 
of a partnership or a sole proprietorship by the manner in which it 
is expressed in the accounts, but also by the manner in which it is 
distributed among investors. At one time the investment of stock- 
holders, as represented by the Capital Stock account, was looked 
upon as a trust fund maintained for the protection of the creditors. 
Although the trust fund theory of capital stock is now discredited, it 
is not inappropriate to regard the investment of the stockholders as 
a fund which should be maintained for the protection of creditors. 
In fact, creditors have the right to expect that the stockholders’ 
investment will be maintained. If it is reduced through excessive 
dividend payments, or through the redemption of outstanding capi- 
tal stock, the creditors’ position is to that extent weakened. The 
status of surplus is different. It is generally understood that all 
surplus resulting from profits may be distributed to the stockholders 
as dividends. The primary duty of the manager of a corporation is 
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to maintain the original investment. It may be desirable to add to 
this investment through the retention of surplus, or through the 
capitalization of surplus by the issuance of additional capital stock. 

Nature of Capital Stock. Owing to the part which capital stock 
plays in the financing of corporations, it is necessary to secure a full 
understanding of its exact nature in order that the proper account- 
ing procedure in connection with it may be followed. Capital stock 
is, essentially, the creation of law, and to ascertain the exact legal 
status of the capital stock of a given corporation it is necessary to 
consult the corporation laws of the state of incorporation. Thus 
some states permit the sale of capital stock at a discount, but this 
represents an exception to the general rule that capital stock must 
be paid in full. The present status of capital stock represents the 
development of corporation law and finance over a long period of 
years. Naturally, certain changes have been effected. Thus, one who 
holds voting stock has one vote for each share of stock, whereas, 
formerly, each stockholder had one vote regardless of the number of 
shares owned. A relatively recent development in the field of capital 
stock has been the introduction of capital stock without par value— 
the result of changing financial conditions. 

The fundamental provisions relative to the capital stock of a 
given corporation are determined by the corporation law of the 
state of incorporation, and by whatever provisions it may be neces- 
sary to include in the corporation’s charter relative to capital stock. 
The application for the charter must state what kinds of capital 
stock are desired and the exact amount of each kind which is to be 
authorized. If there is but one kind of stock, it is necessarily called 
common stock, because all of it has common rights. If more than 
one kind of stock is required, there will be an issue of common stock 
together with one or more issues of preferred stock. Sometimes 
special classes of capital stock fall outside the divisions of common 
stock and preferred stock; these are exceptional and need not be 
considered at this point. As to whether the stock shall be par value 
or no par value, the provisions of the law of the various states are as 
a rule liberal, so that the incorporators usually have no difficulty in 
fixing upon a combination of such kinds of capital stock as will 
meet their requirements. 
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In case of par value capital stock, the number of shares and the 
par value of each share must be stated in the charter. Thus if 1,000 
shares of capital stock, having a par value of $100.00 each, are 
authorized by the charter, this will be so stated. In case of capital 
stock without par value, no amount of dollars can be stated, but the 
number of shares authorized to be issued will be stated. In no case 
may a corporation issue more shares than are authorized. Should it 
do so, the excess shares will be void. Authorized unissued stock 
represents merely the privilege which the state grants to the cor- 
poration to issue stock. It is not an asset, and a corporation which 
has sold or otherwise issued no stock is said to be merely in a position 
to proceed with the work of organization. 

Subscriptions to Capital Stock. Up until the time when the 
charter is issued, the corporation exists only as a future possibility in 
the minds of those interested in its promotion. It is the function of 
the promoter of a corporation to first satisfy himself that the project 
is a feasible one, and then to present the results of his investigation 
to those whom he intends to interest in the project. Before doing so, 
it is necessary to determine with approximate accuracy what funds 
will be needed and from what sources they are to be secured. Natu- 
rally, the funds of a newly created corporation will be secured largely 
from those willing to purchase its capital stock. Recourse to the 
sale of bonds and to bank loans may be had at a later point in the 
corporation’s history. Those persons who are willing to purchase 
the capital stock of the newly incorporated enterprise become sub- 
scribers and their signatures to the subscription list render them 
legally liable to the corporation for the payment of the shares to 
which they subscribe. 

The terms under which the subscriber is bound determine the 
manner in which he will pay his subscription. Sometimes subscrip- 
tions are paid in full in cash, but more frequently they are made 
payable in installments, or on call. Where subscriptions are paid in 
cash the capital stock may be issued immediately upon payment, 
but where subscriptions are payable in installments or on call, it is 
customary to give to the subscriber receipts for all except the last 
payment, or the last call, when he surrenders his receipts and re- 
ceives the fully paid stock certificate. 
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Assume that a corporation secures subscribers to $50,000.00 of 
its capital stock payable immediately in cash. The following entry 
will be sufl&cient to record the essential facts: 


July 7 , 19— 

Cash 50,000.00 

Capital Stock SO^OOO.QQ 

Fot payment in full of capital stock. 


Where the installment method is followed, a somewhat different 
procedure is necessary. Assume that a corporation secures sub- 
scribers to $50,000.00 in capital stock, $20,000.00 payable imme- 
diately, and two installments of $15,000.00, each payable, respec- 
tively, one month and two months after the date the subscription 
list is completed. If the subscription list is completed on March 1, 
the following entry is in order; 

March 7 , 19 — 

Subscribers to Capital Stock 50,000,00 

Capital Stock Subscribed . . 50,000.00 

To record subscriptions to capital stock payable 20,000.00 at this 
date, and 15,000.00 on April 1 and May 7 , respectively. 

Since $20,000.00 is paid immediately by the subscribers, the 
following entry is in order: 

March 7 , 19 — 

Cash 20,000.00 

Subscribers to Capital Stock 20,000.00 

For down payment of 50,000.00 of capital stock subscribed. 

On April 1 the entry is: 

April 1, 19— 

Cash 15,000.00 

Subscribers to Capital Stock . . 15,000.00 

For installment on capital stock due and paid today. 


The entry on May 1 is: 

May 1, 19— 

Cash 15,000.00 

Subscribers to Capital Stock 15,000.00 

For installment on capital stock due and paid today. 

Since the subscriptions are now fully paid, the capital stock is 
issued upon the surrender by the subscribers of their receipts, which 
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were given them when the first and second payments were made. 
The entry required at this time is as follows: 

May 1, 19 — 

Capital Stock Subscribed 50,000.00 

Capital Stock 50,000.00 

To record the issue of capital stock having a par value of 50,000.00 
on which payments amounting to 50,000.00 have been received. 

Payments Other than in Cash. In the preceding illustration 
the stock was paid in full in cash. There are two other media of 
payments on capital stock, namely, property and services. Of course, 
in case of a given issue, the payment might be made pardy in cash, 
partly in property, and partly in services. Since it is customary for 
the promoter to accept payment for his services in common stock, it 
is evident that his subscription to the capital stock of the newly 
organized corporation will actually be paid in services. Thus if the 
promoter’s services are valued at $10,000.00, this amount of com- 
mon stock will be issued to the promoter. The following entry is 
illustrative of the accounting procedure involved: 

July 1, 19— 

Organization Expense 70^000.00 

Capital Stock 70^000.00 

For promotion services in connection with the organization of this 
corporation. 

It is apparent that where capital stock is issued for services there 
arises the important problem of valuation. It is difficult to deter- 
mine the exact worth of a promoter’s services because of the values 
involved; hence there arises the problem of fair valuation, since 
either overvaluation or undervaluation is likely to affect unfavor- 
ably the interest of other parties such as stockholders who paid for 
their stock in cash or creditors who are entitled to look upon the 
capital stock as a fund available for their protection. Where capital 
stock is issued for services or property equal to its par value, the 
overvaluation either of services or of property will take the form of 
a subterfuge whereby the letter of the law is observed but its spirit 
is broken. 

Frequently, when a corporation is organized to absorb an 
existing business, or where additional issues of stock are made to 
purchase other property, there arises the problem of valuation. In 
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such a case this problem is likely to be one of major importance 
because the amount of the property is likely to be relatively large. 
The appraisal of such properties with a view to their purchase in- 
volves the consideration of intangible value, such as goodwill and 
going concern value. Here, in particular, there arises an oppor- 
tunity to inflate values, with the result that after the purchase of the 
asset has been accomplished through the issuance of stock there 
exists a material amount of water in the stock. That is, in effect, the 
stock is not fully paid, although on the face of the matter it appears 
to be. 

The determination of the value of assets accepted by a corpora- 
tion in payment of its capital stock lies with the board of directors. 
In view of the fact that even expert appraisers disagree widely as to 
the value of specific assets, it is evident that the courts will not inter- 
fere except where the overvaluation of the assets is extreme. For 
example, if a corporation were to accept certain assets at a valua- 
tion of 55500,000.00, but which an independent board of appraisers 
values at $300,000.00, it is not likely that any court action would 
follow. Nevertheless, there would result a very large amount of 
underpayment in the case of stock issued in exchange for such assets, 

I Illustration. To illustrate some of the problems involved in con- 
nection with the issuance of capital stock for property, assume that 
Corporation A absorbs Corporation B by exchanging new stock of 
Corporation A for the outstanding stock of Corporation B. Before 
any part of the procedure is effected, the balance sheet of Corpora- 
tion B stands as follows, assuming that the date on which the pur- 
chase is to take place is December 31, 19 — . See Fig. 42. 

If the balance sheet shown in Fig. 42 is based on the conservative 
valuation of assets, the net worth of Corporation B is the sum of the 
capital stock, $50,000.00, and surplus, $8,985.00, or $58,985.00. 
The presence of the item of goodwill, $25,000.00, would naturally 
lead to investigation, and it is doubtful whether Corporation A 
would be willing to pay for the face amount of this item. Of course, 
much depends on the earning power of Corporation B. More infor- 
mation than is shown in a single balance sheet is necessary to enable 
Corporation A to arrive at the true valuation of Corporation B. In 
addition to the consideration of goodwill, attention will be given to 
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Corporation B 




Balance 

Sheet 




as at December 31, 19 — 


Assets 


Liabilities 


Gash 


.$ 5,000.00 

Accounts Payable 

. . .$ 4,500.00 

Accounts Receivable 

. 17,000.00 

Accrued Wages 

125.00 

Notes Receivable 


. 8,000.00 

Accrued Taxes 

390.00 

Inventory 


. 15,000.00 

Bonds Payable 

. .. 30,000.00 

Building 825.000.00 




Less Depredation 



Capital 


Reserve 

4.500.00 

20,500.00 

Capital Stock 

, .. 50,000.00 

Furniture and 



Surplus 

. . 8,985.00 

Fixtures 

3.000.00 




Less Depreciation 





Reserve 

600.00 

2,400.00 



Delivery Equip- 





ment 

1,800.00 




Less Depreciation 





Reserve 

700.00 

1,100.00 



Goodwill 


25,000.00 





$94,000.00 


$94,000.00 


Fig. 42 


the Other assets. The accounts receivable will be analyzed, and per- 
haps a deduction will be made for bad and doubtful accounts. Both, 
overdue accounts receivable and overdue notes will be considered. 
The inventory will be examined with a view to determining the 
method of valuation employed and also with a view to proper provi- 
sion for obsolete items. The Building account will be considered 
with reference to the propriety of all charges made thereto, and also 
with reference to the amount of accrued depreciation as reflected in 
the Reserve for Depreciation account. 

Assume that after a detailed investigation of asset values has 
been made it is decided, for piorposes of purchase, to reduce asset 
values as follows: 


Name 

Book Value 

Appraised Value 

Accounts Receivable 


15,000.00 

Notes Receivable * 

8,000.00 

7,000.00 

Inventory 

15,000.00 

15,000.00 

Building 


18,000.00 

Furniture and Fixtures 

2,400.00 

2,000.00 

Delivery Equipment . , , 

1,100.00 

800.00 

Goodwill 

25,000.00 

0.00 


89fi00.00 

57,800.00 
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The total reduction from book values amounts to $89,000.00 
minus $57,800.00, or $31,200.00. The net worth, as shown on the 
balance sheet in Figure 42, is $58,985.00. To determine what Cor- 
poration A will pay for Corporation B, this amount, namely 
$58,985.00, must be reduced by $31, 200.00, which leaves $27,785.00. 
Therefore Corporation A will issue 277 shares of capital stock, each 
share having a par value of $100.00, and in addition pay $85.00 in 
cash, thus making up the total of $27,785.00. The entry on the 
books of Corporation A, for the purchase of the assets and the 
assumption of the liabilities of Corporation B, is as follows: 


Dec. 31, 79 — 

Cash 5,000.00 

Notes Receivable 7,000.00 

Accounts Receivable - 15,000.00 

Inventory 13,000.00 

Building fSyOOO.OO 

Furniture and Fixtures 2,000.00 

Delivery Equipment 800,00 


Accounts Payable 

Accrued Wages 

Accrued Taxes 

Bonds Payable 

Capital Stock .... 

Cask . . 

For purchase of assets and assumption of liabilities of Corpora- 
tion B. 


4,500.00 

125.00 

390.00 
30,000.00 
27,700.00 

85.00 


There may be some inconsistency in showing cash as an item 
purchased; in practice, this might not be included in the assets, in 
which case the capital stock issued in payment would be $22,700.00 
instead of $27,700.00. It is evident that perfection in appraisals is 
impossible for the reason that two expert appraisers making inde- 
pendent appraisals of the same property are almost certain to arrive 
at different results. The most that can be expected is that appraisals 
will be carefully and conservatively made, so that gross overvalua- 
tions of property will be avoided. 

Preferred Stock. When capital stock is all of one kind it is 
known as common stock. Sometimes, however, it is necessary or 
desirable to issue more than one class of capital stock. Thus, if a 
corporation has outstanding $1,000,000.00 in common stock, it 
may find that conditions are such as to make it impossible to sell 
additional amounts of the same stock. This is likely to be the case 
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when a corporation is not enjoying great prosperity. The holders of 
the common stock must therefore make certain concessions to pros- 
pective investors. This they may do by issuing preferred capital 
stock. Preferred stock is so called because it has certain features 
which distinguish it from the common stock. The usual preference 
is that which relates to dividends. Thus it might be agreed that the 
new issue of stock shall receive a dividend at a specified rate before 
any dividend is paid on the common stock. If this dividend rate is 
set at 6 per cent, the stock is known as 6 per cent preferred capital 
stock. Dividends on preferred stock, like dividends on common 
stock, can be paid only where there is an available surplus. Pre- 
ferred stock possesses the voting privilege unless it is specifically 
denied. This, however, is usually the case; although provision may 
be made to the effect that preferred stockholders will be given the 
power to vote in the event that the dividend on the preferred stock 
goes unpaid. 

Owing to the fact th^t common stockholders control the corpo- 
ration, the preferred stockholders are at a certain disadvantage. The 
common stockholders might manipulate the accounts in such a 
manner that no surplus would be available for the payment of the 
preferred dividend in a given year; then in the next year they might 
manipulate the accounts so as to overstate profits, thus making it 
possible to pay not only the current dividend on the preferred stock 
but, in addition, a very large dividend on the common stock. Thus in 
some years the preferred stockholders would receive no dividend. 
To make impossible such procedure, and to guarantee to the pre- 
ferred stockholders the dividend on their stock, preferred stock is 
frequently made cumulative. This means that if a dividend is passed 
in any year it becomes a lien on future profits. Unpaid back divi- 
dends on the preferred stock must therefore be paid before any 
dividend can be paid on the common stock. The cumulative feature 
is one which many investors demand, since they feel that it elim- 
inates much of the risk which otherwise is inherent in preferred 
stock. 

An illustration will serve to make clear the important features 
of preferred stock. Assume that Corporation X has a net worth 
structure as follows : 
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Common 500^000.00 

Preferred {6 per cent Cumulative) 200^000.00 

Surplus 150,000.00 SSO^OOO.OO 

At the meeting of the board of directors in January it is voted to 

pay the 6 per cent dividend on the preferred stock and to pay a 
dividend of 10 per cent on the common stock. The entry to reflect 
the declaration of the dividend is as follows : 


Surplus 62,000.00 

Dividends Payable — Common Stock 50,000.00 

Dividends Payable — Preferred Stock 12,000.00 


For dividend declared on January 16, see minute book, page — . 

The declaration of this dividend reduces surplus from $ 1 50,000.00 
to $88,000.00. It also sets up two liabilities, one of $50,000.00 repre- 
senting the dividend payable on the common stock, and one of 
$12,000.00 representing the dividend payable on the preferred 
stock. Next, assume that in the following year the corporation 
incurs a loss of $70,000.00. This reduces surplus to $18,000.00, and 
the board of directors at their annual meeting passes a resolution 
declaring the usual 6 per cent dividend on the preferred stock, but 
no dividend is declared on the common stock. The journal entry 
reflecting this procedure is as follows: 


Surplus 12,000.00 

Dividend Payable — Preferred Stock 12,000.00 


Per resolution of board of directors, see minute book, page — . 

Next, assume that in the next year a net loss of $15,000.00 is 
incurred. This results in a debit balance in the Surplus account so 
that nothing is available for the payment of dividends. No dividend 
is declared. In the next year a net profit of $50,000.00 is made, 
leaving a balance in Surplus account of $41,000.00. Of this amount 
$24,000.00 is needed to pay the dividend for two years on the pre- 
ferred stock, bringing the payments up to date. The journal entry is: 

Surplus 24,000.00 

Dividends Payable 24,000.00 

For dividend on preferred stock for current year and year preceding, 
when dividend was passed, see minute book, page — . 

Since there remains only $17,000.00 in the Surplus account the 
board of directors decides that no dividend should be paid on the 
common stock. 
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Sometimes preferred stock is made participating. This means 
that after the contractual rate of dividend is paid on the preferred 
stock it participates equally with the common stock in any further 
distributions which may be made. To illustrate, assume that Cor- 
poration N has the following capital structure: 

Capital Stock 

Common.. 500^000.00 

pfejerr^d. 250J)00,00 750^000.00 

SuTpltis , . . 700^000.00 QSOjPOO.OO 

Assume further that the preferred stock is 6 per cent cumulative 
participating, and that there are no dividends in arrears. The board 
of directors declares a dividend of 6 per cent on the preferred stock. 
This amounts to $15,000.00 and leaves free surplus of $185,000.00. 
Any further dividend which the board of directors may declare must 
be divided between the common and preferred stock, share for share. 
Assume that the board of directors decides to declare a dividend of 
10 per cent. The entries to reflect both dividends are as follows: 


Surplus • 75,000.00 

Dividends Payable — Preferred Stock 75,000.00 

For dividend on preferred stock at Ike contractual rale of 6 per cent. 

Surplus 75,000.00 

Dividends Payable — Common Stock 50,000.00 

Dividends Payable — Preferred Stock 25^100.00 

For dividend of 10 per cent on common stock and participating divi- 
dend of 70 per cent on preferred stock. 


It is evident that the participating feature adds a speculative aspect 
which nonparticipating preferred stock does not have. It may there- 
fore be regarded as an additional attraction to investors and specu- 
lators — one which the corporation which issues such stock may be 
compelled to offer in order to secure a market for its stock. 

As has been stated, preferred stock does not usually possess the 
voting privilege, but this is only because it is specifically withheld. 
Sometimes provision is made to the effect that the preferred stock 
will be given the voting privilege in the event that dividends thereon 
are passed. This feature gives to the holders of preferred stock cer- 
tain rights of control under the conditions specified. 

Sometimes preferred stock is preferred both as to profits and as 
to assets. The meaning of preference as to profits has been ex- 
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plained. By preference as to assets is meant that, in the event of 
liquidation of the corporation, the preferred stockholders will re- 
ceive their investment before anything is paid to the common 
stockholders. To illustrate, assume that Corporation B has the 
following net worth structure: 

Capital Stock 


Common 400^000.00 

Prejerred 200,000.00 600,000.00 

Surplus 20,000.00 20,000.00 


In the event of liquidation, liquidating dividends, which are simply 
a return of investment, will be paid to the preferred stockholders, 
until their entire investment of $200,000.00 is returned, before the 
holders of the common stock will receive any liquidating dividend. 
Owing to the fact that liquidation is usually accompanied by great 
shrinkage in asset values it is evident that this proviso gives the 
preferred stock a distinct advantage over the common stock. In 
fact, the liquidation losses may be so heavy that the equity of the 
common stock will be entirely wiped out, and even the equity of the 
preferred stock may be reduced if not cancelled entirely. 

Capital Stock Sold at a Discount. In some states the corpora- 
tion laws provide that capital stock may be sold at a discount. In the 
nature of things this is somewhat illogical because the par value of 
capital stock is regarded as a kind of guaranty that the stock has 
been issued for cash, services, or property which, when conservatively 
valued, represents at least the amount expressed by the par value of 
the stock. The so-called trust fund theory of capital stock held that 
the amount invested by the stockholders represented a trust fund for 
the benefit of the creditors of the corporation. Although this theory 
has been discounted in so far as its technical accuracy is concerned, 
it is true, nevertheless, that the amount invested by the stockholders 
does provide a guaranty to which the creditors may look for the 
ultimate satisfaction of their claims. Therefore if capital stock is 
issued for less than its par value, the facts are misrepresented in the 
balance sheet unless the amount of the discount is clearly expressed. 

Suppose that a corporation issues $100,000.00 in capital stock 
for $90,000.00 in cash. The entry is as follows: 
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Cash 90,000.00 

Discount on Capital Stock 10,000.00 

Capital Stock 100,000.00 

For sale of capital stock at a discount of 10 per cent. 


The best way to express the facts on the balance sheet is to subtract 
the discount from the par value of the capital stock, as follows : 


Capital Stock $100,000.00 

Less Discount 10,000.00 90,000.00 


Even though the situation is expressed as shown in the illustra- 
tion, there still remains doubt as to the ability of the corporation or 
the corporation’s creditors to collect this discount, especially where 
a long period of time has intervened since the sale of the stock. It is 
to avoid the difficulties which arise when capital stock is exchanged 
for assets and services at inflated valuations, and the problems that 
arise in connection with the sale of capital stock at a discount, that 
stock without par value has been devised. 

No-Par Value Capital Stock. No-par value capital stock has no 
expressed valuation, as is the case with capital stock having a par 
value. It has grown popular during the last two or three decades 
and is now employed by many large corporations. The general cor- 
poration laws of all the states make provision for the issuance of 
capital stock without par value. Perhaps the most notable feature of 
no-par value stock is that it may be sold for what it will bring, with- 
out reference to any particular valuation per share. It is true that in 
some cases a so-called stated value is required, but this is merely a 
minimum figure below which it cannot be sold. Ordinarily, it will 
be sold for a figure much greater than stated value. Thus, most 
corporations which secure the authorization of no-par value stock in 
their charters with a stated value of $5.00 per share will expect to 
sell the stock at perhaps $60.00, $70.00, or $80.00 per share. 

Since it is usually not desirable to sell an entire authorized issue 
of capital stock at one time, it is possible to sell a portion of an issue 
at a given price and then, at a later date, sell another portion of the 
same issue at a different price. In this way no-par value capital stock 
is adjustable to market conditions whereas to some extent, at least, 
par value capital stock is not because it cannot be sold for less than 
its par value. 
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To illustrate some of the features of no-par value capital stock, 
assume that a corporation secures the authorization of an issue of 
10,000 shares of no-par value common stock. On January 15, 19— 
it disposes of 5,000 shares of this stock at $75.00 per share, or a total 
of $375,000.00. A year later it sells the remaining 5,000 shares at 
$80.00 per share, or a total of $400,000.00. The facts relative to this 
issue may be summarized as follows: 

No-Par Value Capital Stock 

lOfiOO Shares Outstanding 775^000.00 

When no-par value capital stock is employed, care should be taken 
to make the same distinction between capital stock and surplus as is 
done in case of par value capital stock. The amount received upon 
the sale of capital stock, whether par value or no par value, repre- 
sents a contribution of capital by those who purchased the stock. No 
part of this contribution is profit and no part of it is subject to 
transfer to some other account, as is the case with surplus. The Sur- 
plus account does not represent a contribution of capital by the 
stockholders; instead it represents the growth of net worth resulting 
from successful operating and sometimes nonoperating transactions. 
When no-par value capital stock fhrst began to be employed there 
was some confusion on this point, and by mistake the surplus that 
had accumulated previous to the issuance of no-par value capital 
stock was transferred to the No-Par Value Capital Stock account. 
With the development of a clearer understanding of the nature of 
capital stock, such errors have been avoided, so that the advantages of 
its employment usually outweigh any accompanying disadvantages. 

Frequently, no-par value capital stock is issued in conjunction 
with par value capital stock. When this is done the usual setup is to 
issue common stock of no-par value, and preferred stock having a 
designated par value. Sometimes, however, the distinction between 
two classes of stock is indicated in some other way, thus, there might 
be no-par stock class A and no-par stock class B. The class B might, 
in effect, be preferred stock. There are many possibilities in respect 
to variations in the capital structure of a corporation, but it is 
unnecessary to attempt to describe these here. In making applica- 
tion for authorized issues of capital stock in connection with the 
application for its charter, the promoters of a corporation must con- 
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sider many things, among these being the nature of the proposed 
undertaking, the likelihood of future growth, the market in which the 
stock must be sold, and the business conditions at the time. In case 
of a small corporation whose stock will be closely held there is 
usually no reason for complicating the capital structure by employ- 
ing two or more kinds of capital stock. The charges which must be 
made in this respect after a corporation begins operations must be 
related to business conditions and the requirements of the corpora- 
tion in question. Sometimes careful consideration of circumstances 
is necessary to determine whether it is better to sell bonds or to sell 
preferred stock. As a rule, a corporation prefers to sell capital stock 
than to issue bonds, but there are circumstances in which an issue 
of bonds is preferable. If a corporation’s earning power is stable, 
and if it is able to earn 1 0 per cent on invested money, it is evident 
that within certain limits the sale of bonds to secure additional 
capital is advantageous. The interest rate is not likely to be in excess 
of 6 per cent on bonds, with the result that after interest is paid the 
earnings made possible through the use of the borrowed money 
result in a margin of profit of 4 per cent, which accrues to the stock- 
holders. This procedure, whereby money is borrowed at a lower rate 
of interest and employed to earn a higher rate of income, is known 
as trading on the equity. As long as the temptation to issue excessive 
amounts of bonds is resisted, the results are usually beneficial. 
When, however, the bonded indebtedness of a corporation becomes 
excessive, the danger that the corporation will be unable to earn 
enough to meet interest and principal obligations becomes serious. 

Illustration. In Fig. 43 is shown the capital stock, capital surplus, 
and earned surplus as expressed in the consolidated balance sheet of 
the Hercules Powder Company, dated June 30, 1 940. 


Capital Stock 

6 per cent Cumulative Preferred, Par Value $100.00 $ 9,619,400.00 

(Authorized 200,000 shares, Issued 96,194 shares.) 

Common, No Par Value 16,945,850.00 

(Authorized 1,600,000 Shares, of which 49,465 Shares are re- 
served under the Company’s charter for sale to employees. 

Issued 1,355,668 Shares.) 

Capital Surplus 4,112,455 95 

Earned Surplus 12,611,506.58 


Fig. 43 
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SURPLUS 


Nature of Surplus. Surplus is a kind of balancing account, 
since it represents the excess of the assets over liabilities plus capital 
stock. Due to the difference in origin of certain types of surplus, it 
may be necessary to have more than one Surplus account. Surplus 
is invariably a part of net worth. Since it is used usually only in 
corporation accounting, it appears only on corporation balance 
sheets. An extremely simple setup of the net worth division of a 
corporation balance sheet is shown in Fig. 44: 

Net Worth 

Capital Stock . . $500,000.00 

Surplus . . . 120,000,00 $620,000.00 

Fig. 44 

Such a statement as that shown in Fig. 44 leaves unexplained 
certain things which the reader of the balance sheet should know. 
It is usually impossible, on the balance sheet itself, to present the 
desired information; hence, the custom in many concerns of show- 
ing the details relative to surplus in what is known as a statement of 
surplus. Surplus should be explained as to both origin and use. In 
the Surplus account in the ledger the origin of the surplus should be 
explained on the credit side. The uses to which surplus are put are 
shown on the debit side of the Surplus account, except in case of 
surplus which is retained in the business and not transferred to any 
other account. If surplus is used to pay dividends, the fact of this 
use is expressed on the debit side of the Surplus account. If part of 
the surplus is transferred to a reserve for contingencies, this is shown 
on the debit side of the Surplus account. If nothing is done with 
surplus except to retain it in the business, this fact is not expressed 
on the debit side of the Surplus account, but it may easily be inferred 
from an examination of the Surplus account. To illustrate the prin- 

144 



145 


Surplus 

ciples stated above, assume that the Surplus account of a corpora- 
tion appears as shown in Fig. 45. 

Surplus 

19— 

Jan. 15 Dmdends Payable 200,000.00 Dec 31 Profit and Loss 600,000 00 

Fig, 45 


An examination of this Surplus account indicates that the entire 
amount of the surplus, namely $600,000.00, is operating profit, and 
that of this amount $200,000.00 has been used to pay dividends. 
Although nothing is indicated in the account as to the use to which 
the balance of $400,000.00 has been put, it is evident that this re- 
mains in the business. 

It is sometimes asked whether surplus retained in the business 
can be traced to specific assets, or whether it must simply be regarded 
as being diffused throughout all the assets, making their total 
amount greater than would be the case if there were no surplus. As a 
rule, it is unnecessary to attempt to trace surplus in the manner sug- 
gested. Generally, it may be said that an increase in earned surplus 
takes the form of an increase in working capital, but this situation 
may not remain since working capital may in turn be reduced 
through the purchase or construction of fixed assets. 

Much attention should be given to the classification of the 
sources and uses of surplus. Unfortunately, accountants themselves 
are unable to agree on some aspects of surplus. Also, in practice, 
there is frequently found a tendency to fall short of the application 
of some of the fundamental principles which accountants generally 
do recognize. 

Surplus Classification. Surplus must be divided into its natural 
classes. There must be some reason for distinguishing one branch of 
surplus from another. The cause which created the surplus is this 
reason. Thus, surplus which results from operations should be called 
“earned surplus,” and surplus which results from gifts should be 
called “donated surplus.” Listed according to the significant sources 
of origin, the divisions of surplus are classified as: (1) earned sur- 
plus, (2) capital surplus, (3) paid-in surplus, (4) donated surplus, 
(5) unearned surplus. 
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In Fig. 46 is given a detailed explanation of the sources and uses 
of these five divisions of surplus. 


GLASSES, SOURCES, AND USES OF SURPLUS 


Glass 


Sources 


(1) Earned 

(a) 

Operating net profits. 

(a) 

Surplus 

ib) 

Nonoperating profit, 
arising from the sale of 
fixed assets, or invest- 
ments, and from other 
extraneous transactions. 


(2) Capital 

W 

Profit on treasury stock 

(b) 

Surplus 


sales. 



(b) 

(c) 

Capital stock assessments 
Capital stock conver- 




sions. 



(d) 

Forfeiture of stock sub- 
scriptions. 


(3) Paid-In 

(a) 

Sale of par value stock 

W 

Surplus 

(b) 

at a premium. 

Sale of no par stock 
above stated value. 


(4) Donated 


Capital stock returned 

id) 

Surplus 

ib) 

to the treasury. 

Gifts of assets. 



W 

Capital stock assessments. 


(5) Unearned 


Revaluation of assets. 

W 

Surplus 





Fig. 46 


Uses 

To pay cash dividends. 
To pay stock dividends. 
To absorb losses. To 
provide for expansion.* 
To provide for contin- 
gencies. * To provide 
working capital. * 

To pay cash dividends. 
To pay stock dividends. 
To provide for expan- 
sion. * To provide for 
contingencies.* To pro- 
vide working capital. * 

To provide for expan- 
sion.* To provide for 
contingencies.* To pro- 
vide working capital. * 
To provide for expan- 
sion.* To provide for 
contingencies. * To pro- 
vide working capital. * 
To pay stock dividends. 


The preceding table of classes, sources, and use.s of surplus re- 
quires explanation. Under Sources is explained the manner in which 
the various kinds of surplus originate. Under Uses is explained the 
way in which surplus is accounted for, either by being paid out or 
by being retained in the business. It will be noted that some of the 
uses are marked with an asterisk (*). Wherever this mark occurs it 
means that the surplus so employed is retained in the business, and 
that consequently this use of surplus is not expressed as a debit in 
the Surplus account. It should be noted that, in some instances, the 
retention of surplus in the business is practically necessary because 
of its origin. This is true, for example, of paid-in surplus and do- 
nated surplus. 
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Earned Surplus. Earned surplus consists of accumulated profit, 
either operating or nonoperating, which is retained in the business. 
When the word surplus is used without qualification it is reasonable 
to assume that earned surplus is meant. Either cash dividends or 
stock dividends may be declared from earned surplus, and operating 
losses should be absorbed in the Earned Surplus account, Earned 
surplus may be reserved for various purposes, such as to meet future 
contingencies or to provide for a building program. Since surplus 
is a balancing figure on the balance sheet, its correct statement is 
necessarily dependent upon the correct showing of all assets and 
liabilities, which means also that all items of expense and all items 
of income must be treated correctly. Closely related to the correct 
showing of surplus is the problem of allocation of income and ex- 
pense to the proper accounting period. There is also involved the 
correct showing of all reserves. Thus, if the reserve for bad debts is 
overstated, surplus is understated to the same extent, and if the 
reserve for depreciation is understated, surplus is overstated. 

Some attempt has been made on the part of state legislatures to 
specify the nature of surplus and the way in which the various kinds 
of surplus may be used. As a rule, it will be found that these at- 
tempts to explain surplus are inadequate and in some instances 
erroneous because of lack of knowledge of accounting on the part 
of the lawmakers. 

The usual credits to the Earned Surplus account occur when the 
books are closed at the end of the accounting period, transfers being 
made from the Profit and Loss account. Debits to the Earned Sur- 
plus account may result from any of the uses indicated in the fore- 
going tabulation and may be made at any time during the year. A 
net operating loss results in a debit to the Earned Surplus account, 
and this must of course be entered at the closing date. Insofar as 
possible, current or interim entries in the Earned Surplus account 
should be avoided; thus, this practice might be carried to the 
absurd extent of entering all current items of expense and income in 
the Earned Surplus account. It is better to carry even unusual items 
in special accounts, so that the entries made in the Earned Surplus 
account at the end of the period may represent the highest possible 
degree of summarization. 
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Earned surplus, unless it has been specifically appropriated for 
indicated purposes, is free surplus and therefore available for paying 
either cash dividends or stock dividends. There is no objection to 
the appropriation of earned surplus for specific purposes other than 
the fact that multiplication of this procedure is inadvisable. As a 
rule, not more than two or three reservations of earned surplus 
should be made. Where an exceptional number of such reservations 
are made, the situation becomes confused and there is a temptation 
on the part of the board of directors to reverse its procedure in some 
instances, thus transferring the reserved surplus back to the Earned 
Surplus account. This is said without reference to contractual 
obligations which provide for the reservation of earned surplus. 
Where such obligation exists it must be fulfilled whether or not a 
policy established at the time the contract was made is a good one. 

Capital Surplus. The sources and uses of capital surplus are 
indicated in the tabulation shown in Fig. 46. These sources are in 
the disposition of treasury stock, assessments upon stockholders, 
increases resulting from the conversion of one class of capital stock 
into another class of capital stock, and amounts realized upon for- 
feiture of capital stock subscriptions when such amounts are not 
required to be returned to the defaulting stockholder. It will be 
noted that none of these sources of capital surplus is related in any 
way to the normal operations of a business. Instead, they are dis- 
tinctly the outcome of transactions in capital stock. For this reason, 
they should be distinguished from operating transactions, which are 
concerned not with the adjustment of the Capital Stock account but 
with the purchase and sale of merchandise or with the performance 
of services. Although capital surplus is the outcome of transactions 
in capital stock, it usually arises at a date subsequent to that of the 
original disposition of the capital stock. Notwithstanding that capi- 
tal surplus is thus related to capital stock, it need not be inferred 
that it is characterized by all the qualities of capital stock and that 
therefore it should not be returned to the stockholders in the form 
of dividends. In fact, there is no legal prohibition to the payment of 
dividends out of capital surplus. Nevertheless, the situation in a 
given instance may warrant following the policy of regarding capi- 
tal surplus as permanent capital. 
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Paid-In Surplus. Paid-in surplus arises in connection with the 
issuance of capital stock, as, for example, where capital stock having 
a par value is sold at a premium or where capital stock without par 
value is sold above stated value. This paid-in surplus, as its name 
indicates, is surplus which is paid in to the corporation by the stock- 
holders. The payment is made for the capital stock, but the amount 
by which the payment exceeds the par value or stated value of the 
capital stock constitutes paid-in surplus. Such paid-in surplus should 
be regarded as a part of the permanent capital of the corporation, 
since it is equivalent in every respect to the credit which is carried 
to the Capital Stock account. 

In practice there frequently occur examples of incorrect proce- 
dure in accounting for paid-in surplus. It is incorrect, for example, 
to assume that the purpose of paid-in surplus is to furnish the cor- 
poration with an account against which may be written off losses 
which occur during the first year of operation. In effect this would 
be a method of concealing initial deficits, and represents unsatis- 
factory accounting procedure. It is equally erroneous to pay divi- 
dends out of paid-in surplus, since this results in the return to 
the stockholders of a part of their investment. Notwithstanding 
the fact that dividends should not be paid from paid-in surplus, 
there is no legal prohibition against such practice unless it is 
specifically prohibited by statute. The general rule that paid-in 
surplus should remain permanently in the business should not be 
deviated from. 

Donated Surplus. As the name indicates, the source of donated 
surplus is gifts, usually of the corporation’s own stock, although the 
gift may take the form of other property. Like paid-in surplus, 
donated surplus should be treated as a capital investment and should 
therefore be retained permanently in the business and on the books. 
Not infrequently, the assets donated are given on the condition that 
the corporation receiving them do certain specified things. Thus, a 
city might give to a corporation a site of land, ultimate passing of 
title to be conditioned upon, say, the construction of a factory and 
the employment of a minimum number of men for a minimum 
period of time. If a corporation makes an entry on its books for 
property, thus contingently donated, it is clear that the donated 
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surplus arising therefrom remains contingent until all conditions 
have been met and transfer of title has been accomplished. 

Perhaps the most frequent source of donated surplus is the con- 
tribution of capital stock by the stockholders. The most common 
motive for such donations of capital stock is to enable the donee 
corporation to raise additional working capital through the resale 
of the stock. Entry may be made on the corporation’s books at the 
tim e the capital stock is donated, as follows: 

Treasury Stock 10^000.00 

Donated Surplus lOJiPOOJQQ 

Since the ultimate amount of the surplus arising from such a dona- 
tion of capital stock is contingent upon the sale of the stock, it may 
be necessary to adjust the amount of the donated surplus when the 
stock is sold. Thus, if the treasury stock referred to above is sold for 
$9,000.00, the entry is: 

Cash 9,000,00 

Donated Surplus 1,000.00 

Treasury Stock 70,000.00 

This leaves a balance of $9,000.00 in the Donated Surplus 
account. 

Unearned Surplus. Unearned surplus, which is usually re- 
garded as a division of capital surplus, is the result of the revalua- 
tion of assets, usually fixed assets. For this reason it is sometimes 
termed revaluation surplus and sometimes referred to as reserve for 
unrealized increment in assets. Regardless of the particular name em- 
ployed, it results from the writing up of some asset. Usually such a 
write-up is made as the result of a long period of rising prices, so 
that the concern in question decides to restate the value of its 
property in line with the generally higher price levels. It is evident 
that any indication of increased value which might be entered upon 
the books cannot possibly result in a realized gain. Such increases in 
value are merely potential, and may or may not be an indication of 
what could be realized if an attempt were made to sell the assets in 
cash. Whatever accounting procedure is followed, it should clearly 
reflect the fact that no profit is realized; and for this reason either 
the expression unearned surplus or the expression revaluation surplus 
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may be employed. Either term indicates clearly that the surplus 
referred to is the result, not of an actual transaction, but of a kind of 
manipulation. To confuse such surplus with surplus arising out of 
earnings would be a gross error. Such potential unearned surplus 
cannot be used to pay dividends, even in the absence of laws pro- 
hibiting such use of unearned surplus. 

No doubt there is sometimes a tendency to establish an Un- 
earned Surplus account for improper purposes. Thus, such a sur- 
plus account might be created in order to offset and thus write off a 
deficit, a procedure which cannot be justified. Neither can such 
procedure be justified where it is done to make possible the payment 
of stock dividends. The creation of unearned surplus may be justi- 
fied in case of a reorganization, or where it is employed to aid in the 
determination of tax values, or values which are to be used as a 
basis for the granting of credit. 

Treatment of Appraisal Surplus. When unearned surplus 
arises as the result of an appraisal it is frequently termed appraisal 
surplus. An appraisal should be made by properly qualified persons, 
and is usually made to reflect present reproduction cost of the assets. 
When the appraisal is completed it may be desirable to record the 
results thereof either on the accounting records or in memoranda 
records. Assuming that the appraisal results in a writing-up of the 
plant value, it is necessary to determine what depreciation policy is 
to be followed with reference to the newly established plant values. 
It will be necessary either to continue basing depreciation’ charges 
on original cost, or to base the depreciation charges on the increased 
valuation resulting from the appraisal. To illustrate the alternative 
procedures, assume that The Atlas Corporation has fixed assets which, 
10 years ago, cost $500,000.00, the estimated total life of the assets 
being 20 years. There exists a depreciation reserve of $250,000.00 
which is the result of annual allowances of $25,000.00 over the 
10-year period. The Atlas Corporation, as of January 1 of the 
current year, has an appraisal made which indicates the following 
facts relative to its fixed assets; 


Reproduction Cost Pfew 700,000.00 

Accrued Depreciation on Cost Hew 350,000.00 

Present Sound Value 330,000.00 



152 Modern Practical Accounting — Advanced 

The journal entry required to reflect the results of the appraisal 
on the books of the Atlas Corporation is as follows: 

Plant . 200,000 00 

Reappraisal Surplus . 100,00000 

Reserve Jor Depieciation . . . . 100,00000 

The question now arises as to whether depreciation should continue 
to be computed on original cost, namely $500,000.00, or whether it 
should be computed on the reproduction cost new, which is 
$700,000.00. The remaining life of the asset being 10 years, on the 
original cost basis the depreciation allowance each year will con- 
tinue to be $25,000.00, and the entry to record this at the close of 
each year is as follows: 

Depreciation Expense 25,000.00 

Reserve for Depreciation 25,000.00 

Since $100,000.00 of actual depreciation has been carried to the 
credit of the Reappraisal Surplus account, it is necessary at the end 
of each year to transfer one-tenth of this amount, namely $10,000.00, 
from the Reappraisal Surplus account to the Reserve for Deprecia- 
tion account by means of the following entry: 

Reappraisal Surplus 10,000.00 

Reserve Jor Depreciation 10,000.00 

Under this plan the depreciation charge remains the same after the 
appraisal as it was before. It is evident that the Appraisal Surplus 
account must gradually be transferred to the Reserve for Deprecia- 
tion account, because no reappraisal surplus can exist in connection 
with a given asset when that asset is worn out and hence worthless. 

The other procedure frequently considered in this connection is 
to the effect that the depreciation charge should be based, not on 
original cost, but on the appreciated value of the asset. The book 
value of the asset after being appreciated is $700,000.00 less existing 
accrued depreciation of $350,000.00 or $350,000.00. On a remain- 
ing life of 10 years the depreciation allowance becomes $35,000.00 
yearly. The entry to express this allowance is as follows: 

Depreciation Expense 35,000.00 

Reserve for Depreciation . 35,000.00 

Over the 10-year period $100,000.00 more is allowed for deprecia- 
tion than would have been allowed on an original cost basis. For 
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this reason it is necessary each year to make an adjusting entry 
transferring $10,000.00 from the Reappraisal Surplus account to the 
Earned Surplus account. This entry is as follows: 

Reappraisal Surpltis . 10^000.00 

Earned Su7plus 70,000,00 

This plan will provide a depreciation reserve of $700,000.00, and 
will result in an increase in earned surplus of $100,000.00, which is 
the net amount the Plant account was written up. 

More attention has been given to the problems involved when 
assets are written up than when they are written down. Neverthe- 
less, there may arise occasion for writing down assets. This may be 
the result of changes in priee levels generally, or it may be the 
result of changes which concern only the enterprise in question. 
The fact that some concerns which have somewhat hurriedly 
written up assets, later find it necessary to write them down, serves as 
a warning against hasty action in these matters. Where deprecia- 
tion charges are based on book values, the writing-up of book values 
results in increased depreciation charges which may adversely affect 
the profit showing during unprosperous periods. On the contrary, if 
the assets are revalued downward, depreciation charges will be re- 
duced. This results in a better profit showing and enables the cor- 
poration to pay dividends which it might not otherwise be able to do. 
Whatever the changes may be which lead to the consideration of the 
desirability of writing down assets, the balance sheet status of the con- 
cern in question becomes a matter for serious consideration. If an as- 
set having a book value of $1,000,000.00 is to be devalued in order 
to show a book value of $600,000.00, it is necessary to charge the 
$400,000.00 write-down against some account. If there is earned 
surplus in excess of this amount, it might be charged entirely to the 
Earned Surplus account, but this would result in definitely reduc- 
ing the corporation’s dividend-paying prospects. If there is capital 
surplus of a sufficient amount on the books, it would appear that a 
write-down should be made against the Capital Surplus account. 
Suppose, for example, that there is earned surplus of $300,000.00 
and capital surplus of $200,000.00. Suppose also, that, if possible, it 
is desirable not to reduce the earned surplus. In order to accomplish 
the write-down it is necessary to increase capital surplus from 
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$200,000.00 to $400,000.00. About the only plan available to ac- 
complish this is to reduce the par value of the capital stock. Then 
after the total reduction amounts to $200,000.00, the following 
entry is in order: 

Capital Stock 200,000.00 

Capital Surplus 200,000.00 

The devaluation can now be accomplished through the following 
entry: 


Capital Surplus 400,000.00 

Plant 400,000.00 


It is evident that this procedure results in the reduction of the 
net worth of the corporation insofar as the records are concerned. 
Consequently, the apparent margin of safety of the creditors of the 
corporation is made narrower. Of course the actual status of the 
creditors is not changed, since the actual value of the assets is not 
affected by any entries which may be made on the accounting 
records. It simply means that the creditors’ position is made clearer 
than it otherwise would be. 

Reserves of Surplus. Surplus reserves are regarded by some 
accountants as the only true reserves, although many accountants 
recognize other types of reserves such as, for example, the well- 
known valuation reserve. The surplus reserve is created by means 
of an entry debiting the Surplus account and crediting the proper 
reserve account. Thus, if it is desired to set up a Reserve for Contin- 
gencies account of $50,000.00, the entry required is as follows: 

Surplus 50,000.00 

Reserve for Contingencies 50,000.00 

The effect is essentially the same when the debit is made to the 
Profit and Loss account, but this procedure is less common. In 
general, it may be said that reserves of surplus are created to meet 
future contingencies or to provide for future expansion and develop- 
ment. Thus, a reserve for plant extension would be created out of 
surplus; likewise, a sinking fund reserve would be created out of 
surplus. 

Reserves of surplus are either voluntarily or involuntarily 
created. When the reserve is created in fulfillment of a contract it is 
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involuntary, since the corporation has no choice in the matter. 
When the reserve is voluntary the corporation ultimately has a 
choice in its disposition since it is not the result of contraetual 
arrangements. In case of surplus reserves voluntarily created, there 
is nothing to prohibit the board of directors which voted to create 
the reserve from reversing its decision and voting to transfer the 
reserve back to the Surplus account. Of course, if the establishment 
of a reserve of surplus is in line with the financial policy of the cor- 
poration, a reversal of such a policy would ultimately require the 
transfer of the balance in the Reserve account back to the Surplus 
account. 

The most that is accomplished by the establishment of a volun- 
tary reserve of surplus is to draw attention to the fact that not all of 
the earned surplus is available for dividends. The fact that the 
surplus is reserved is an indication that the directors have deter- 
mined not to use the amount thus reserved to pay dividends, at 
least not for the time being. As is indicated in the preceding discus- 
sion, the power to provide for voluntary reserves of surplus as well 
as the power to discontinue them is in the hands of the board of 
directors. 

Perhaps the best illustration of an involuntary surplus reserve is 
one created in connection with the procedure for the retirement of 
outstanding bonds. Provisions relative to the establishment of such 
a reserve should appear in the indenture for the bond issue in ques- 
tion. In the same manner that involuntary reserves are set up to 
provide for the ultimate disposition of outstanding bonds, surplus 
reserves may also be created to provide for the retirement of capital 
stock. Such reserves may or may not be contractual in character. 
Common forms of surplus reserves are the following: (1) reserve 
for contingencies, (2) reserves for plant extension, (3) sinking fund 
reserves, (4) reserves for payment of dividends, (5) reserves for 
working capital, (6) reserves for some specified contingencies, such 
as {a) fire loss, {b) flood loss. In the case of most surplus reserves the 
reserve is ultimately disposed of by being transferred back to the 
Surplus account. This is true, for example, of reserves for redemption 
of bonds, and it is also true of reserves for contingencies if the con- 
tingency does not arise and after there is no longer any prospect that 
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it will occur. It is not true, however, of reserves for payment of 
dividends, except in the unusual event that the board of directors 
decides not to pay the dividend for which, the reserve has been 
established. 

Reserves vs. Funds. Reserves must be distinguished from funds. 
A fund is an asset and therefore must appear on the asset side of the 
balance sheet. Reserves of surplus, on the other hand, are a part of 
net worth and must therefore appear in the net worth section of the 
balance sheet. As a rule, funds are composed of cash and securities 
of a type which can be converted into cash when it is necessary to 
use the fund for which it was intended. If a fund is contractual in 
character as, for example, a fund established to pay off bonded 
indebtedness, such fund can be diverted to other purposes. If, on the 
contrary, a fund is noncontractual in character, such, for example, 
as a fund established for the purpose of making extensions to plant, 
demand may arise on the part of the stockholders that the fund be 
used to pay dividends. To some extent the directors may forestall 
such a demand by setting up a corresponding reserve for plant ex- 
tension; this makes it clear that the surplus thus reserved is being 
withheld for the time being from surplus available for paying divi- 
dends. In the last analysis, the employment of noncontractual funds 
rests with the board of directors, as does the creation and disposition 
of noncontractual reserves of surplus. 

The treatment which a company pursues relative to surplus is 
one of the primary indications of the degree of conservatism of the 
management. Creditors, as well as stockholders, arc interested in 
whatever policy the corporation may pursue in this respect. In any 
event, creditors should not place too much emphasis on the amount 
of surplus which a corporation possesses since they have no power to 
prevent the use of this surplus for the payment of dividends. 

Secret Reserves. When a secret reserve exists, the net worth of a 
corporation is understated by the amount of the reserve. A secret 
reserve is, therefore, a kind of negative reserve of surplus. If the 
undervalued asset or, as rarely occurs, the overstated liability is 
corrected on the books, surplus is to that extent increased. As a rule, 
secret reserves result from some form of asset undervaluation. This 
might be caused by excessive depreciation charges, by removing 
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some asset from the books of account, or by charging to expense 
items which properly should be capitalized. As indicated above, 
however, a secret reserve may arise from the overstatement of a 
liability. 

As a rule, secret reserves are the result of overconservatism on 
the part of managers. Sometimes they result from carelessness, such 
as failure to show an important asset on the books. If an asset and an 
equal corresponding debt are both omitted, there exists no secret 
reserve, but there is, nevertheless, a misstatement of the facts. Per- 
haps the underlying motive leading to the establishment of secret 
reserves is the belief on the part of the management that it is well 
to have asset values in excess of those indicated in the concern’s 
statement. A procedure intended to equalize the profit figure from 
year to year sometimes leads to the establishment of a secret reserve. 
Thus, if the managers in prosperous years write off excessive sums 
for depreciation in order to keep the book figure for profits down, a 
secret reserve results. The usual motive in such a procedure is to 
avoid the necessity of informing the stockholders of increased profits 
and thus to forestall demands that dividends be increased. 

It may be noted that most of the devices employed to set up 
secret reserves result in misstatements of expenses, or revenues, or 
both. There is little justification for secret reserves. The under- 
statement of assets and the overstatement of expenses may be as 
damaging as the contrary procedure of understating expenses and 
overstating assets. The purpose of accounting is to reflect as nearly 
as possible the facts. If secret reserves are established, it is necessary 
to make false reports to the stockholders and other interested 
parties. In many respects understatement of asset values is as 
reprehensible as overstatement of such values. 
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The Problem Stated. Corporations sometimes employ bonds 
for long-term financing. The requirements of corporations are often 
such that many investors must be appealed to, so that the note 
secured by a mortgage, commonly used by individual borrowers, is 
not available. An equivalent result is secured by issuing a number 
of notes or bonds, all secured by a single mortgage or deed of trust. 

Not all bonds are secured on specific assets. Bonds resting on a 
corporation’s general credit are called debentures. 

Neither are all bonds secured on real estate. Bonds secured on 
other securities are called collateral trust bonds. 

Bonds are given a par value (say $500.00 or $1,000.00), are 
made to run for a specified time (say 5, 10, or 20 years), are issued 
at par, or above or below par, and are made redeemable in accord- 
ance with specific provisions. 

Various arrangements are made to meet bond issues at maturity. 

In this chapter consideration will be given to the following: (1) 
accounting procedure to issue bonds: {a) at par, (6) at a premium, 
(e) at a discount; (2) amortization of premium and discount; (3) 
bond redemption. 

Accounting for Bond Issues 

Authority. Unlike capital stock, provision might not be made 
in the charter for an issue of bonds. The authority for such an 
issuance rests with the stockholders, or the board of directors, subject 
to any provisions of the law of the state of incorporation. Illustrative 
of state laws governing the issuance of bonds is the following extract 
from Section 115 of the general corporation law of Delaware: 

Any corporation organized under this Chapter for the construction and opera- 
tion of a railroad shall have power to borrow such sums of money, from time to 
time, not exceeding in the aggregate double the amount of its fully paid capital 
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stock, as shall be necessary to build, construct or repair its road . . . and to secure 
the repayment thereof by the execution, negotiation and sale of any bond or bonds, 
and secure the same by mortgage on said lands, privileges, franchises and appur- 
tenances of and belong to said corporation; . . . 

Accounting Procedure. The following cases are illustrated: 
Case 1. Bonds issued at par; Case 2. Bonds issued at a discount; Case 
3. Bonds issued at a premium. 

Case 1. The Stewart-Wells Corporation decides to issue 
5500,000.00 of first mortgage, 6 per cent, 20-year bonds. These it 
sells at par, without the intervention of an underwriter, so that there 
are no expenses of issuance other than engraving and certain inci- 
dental costs which are charged to current expenses of operation. 
The entry is: 

Jan. 7, 19— 

Cash.. 

First Mortgage 6 per cent Bonds . . . 

Sale of issue of first mortgage bonds at par 

In some instances it may be desirable to make the bonds payable 
in installments, in which event subscribers are charged as follows: 

Jan. 7, 19— 

Subscribers to Bonds 

First Mortgage 8 per cent Bonds Unissued 

For sale of first mortgage bonds at par, payable in 4 equal install 
meats on Feb. 7, March 1, April 7, and May 1. 

When the first installment is paid the entry is: 

Feb. 7, 19— 

Cash 125,000.00 

Subscribers to Bonds 125,000.00 

First installment per subscription contract. 

Similarly for each subsequent installment. 

When the subscribers pay their installments they are given 
receipts. When the last installment is paid, their receipts are sur- 
rendered, the bonds are delivered, and the following entry is made; 
May 7, 19 — 

First Mortgage 6 per cent Bonds Unissued 500,000.00 

First Mortgage 6 per cent Bonds 500,000.00 

For issuance of bonds, subscriptions having been paid infull at par. 

Case 2. The Orris Corporation arranges to issue $200,000.00 of 
5 per cent, 20-year, first mortgage bonds, which it sells, without the 


500,000.00 

500,000.00 


500,000.00 

500,000.00 
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intervention of an underwriter, at 90, costs of engraving and other 
incidental expenses being charged to current expense. The entry 
at time of sale is: 

March 1, 19— 

Cash. 

Discount on Bonds 

First Mortgage 5 per cent Bonds 

For sale of 200^000.00 first mortgage bonds at 00. 

Case 3. The Landis Corporation arranges to issue $200,000.00 of 
7 per cent, 20-year, first mortgage bonds, which it sells, without the 
intervention of an underwriter, at 1 1 0, costs of engraving and other 
incidental expenses being charged to current expense. The entry at 
time of sale is: 

April 1, 19 — 

Cash 220,000.00 

First Mortgage 7 per cent Bonds 200,000,00 

Premium on Bonds 20,000.00 

For sate of 200,000.00 first mortgage bonds at 110. 

Amortization of Premium and Discount 

Treatment of Bond Discount and Premium. Bond discount 
and premium are deviations in the selling price of bonds from par 
value thereof due, primarily, to the rate of interest, although other 
factors, such as market conditions, may be influential. Also, costs 
of underwriting are sometimes charged to the discount or premium 
account. 

Several plans of handling discount or premium on bonds are 
available. These may be considered from the standpoint of (a) their 
practicability and {b) their accuracy. 

Equal Installment Plan. Under the equal installment plan of 
handling discount and premium, the discount or premium is 
amortized in as many equal installments as there are interest periods. 

In Case 3 above the term is 20 years and the premium is 
$20,000.00. Assuming that the interest at the nominal rate of 7 per 
cent is payable semiannually, the $20,000.00 will be amortized in 
40 equal installments of ($20,000.00-1-40) $500.00 each. 

Interest on $200,000.00 at 7 per cent is $7,000.00 each 6 months’ 
period. The entry for interest payment is as follows: 


180,000.00 

20,000.00 

200,000.00 
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Ocl. 1, IS— 

Interest Expense 

Premium on Bonds 

Cash 

For payment of interest at nominal rate of 7 per cent; also to amor- 
tize 7 140 of the premium on bonds, as an interest adjustment 

In case of bond discount, the procedure is essentially the same, 
except that the discount is amortized by being credited, thus making 
the true interest charge greater than indicated by the nominal rate. 
Note that in the illustration the true interest charge is less than that 
indicated by the nominal rate. 

Although the interest charge thus secured is referred to as the 
true interest cost, this is not strictly accurate. Nevertheless, for prac- 
tical purposes, the plan may be sufficiently accurate. 

Scientific Amortization Plan. The scientific amortization plan 
is more complicated than the equal installment plan, but produces 
results mathematically accurate. It is based on the principle that 
the borrower pays interest on the unamortized portion of the pre- 
mium, as well as on the face amount of the bonds; or, in case of 
bonds issued at a discount, on the face amount of the bonds less the 
unamortized portion of the discount, always at the same rate, which 
is termed the effective interest rate. 

Under this plan the discount or premium is amortized, not by 
equal installments but by amounts sufficient to render the interest 
rate uniform throughout the life of the bond issue. 

Bonds are usually sold to yield a given per cent, say, a 6 per cent 
bond may be sold at a price to yield 5 per cent, or at a price to yield 
7 per cent. This determines the amount of the discount or premium. 
Bond tables are used to ascertain the price necessary to charge when 
a given yield is desired. 

Use of Bond Tables Illustrated. Below is reproduced a speci- 
men page taken from a book of bond tables. The years the bonds 
run are indicated at the top, the yield in the first column, and the 
price to afford this yield is shown in the other columns for the terms 
shown at the heads of columns. Thus aS-year $1,000.00 bond bearing 
a nominal rate of 5 per cent must be sold for $1,022.17 to yield 
per cent on the investment, and this is the interest cost to the com- 
pany which issues it. 


6,500.00 

500.00 

7,000.00 
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VALUES, TO THE NEAREST CENT, OF A BOND FOR ®1,000,000 00 AT 
5 PER CENT INTEREST. PAYABLE SEMIANNUALLY ‘ 
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The method of amortizing discount or premium is shown in the 
following illustration. 

A 5-year 5 per cent bond is sold to yield 434 pei" cent. The bond 
table shows the price to be $1,022.17. 

AMORTIZATION SCHEDULE 


Jan. 1, 19-2 Selling price 1,022.17 

July 1, 19-2 Interest paid in cash 25.00 

True interest expense — 2\^ per cent af 7,022. 77 23.00 

Prermum amortized. 2.00 

Carrying value 7,020.77 

Jan. 1, 79-3 Interest paid in cash 25.00 

True interest expense — 2}/iper cent of 7,020.77 22.Q5 

Premium amortized 2.05 

Carrying value 1,078.72 

July 1,19-3 Interest paid in cash 25.00 

True interest expense — 2^ per cent of 7,018.12 22.91 

Premium amortized 2.09 

Carrying value 1,016.03 

Jan. 1, 19-4 Interest paid in cash 25.00 

True interest expense — 2\^ per cent af 1 ,015.03 22.86 

Premium amortized 2.14 

Carrying value 1,013.89 

July 1,19-4 Interest paid in cash 25.00 

True interest expense — 2 }^ per cent of 7,013.89 22.81 

Premium amortized 2.79 

Carrying value 1,017.70 

Jan. 1, 19-5 Interest paid in cash 25.00 

True interest expense — 2)4, per cent of 1,011.70 22.76 

Premium amortized 2.24 

Carrying value 1,009.46 

July 1, 79-5 Interest paid in cash 25.00 

True interest expense — 2^^ per cent of 7,009.46 22.71 

Premium amortized 2.29 

Carrying value 1,007.77 

Jan. 7, 19-6 Interest paid in cash 25.00 

True interest expense — 2\^ per cent of 7,007.77 22.66 

Premium amortized 2.34 

Carrying value. . . . 7,004.83 

July 7, 79-6 Interest paid in cash 25.00 

True interest expense — 234 pee cent of 1,004.83 22.61 

Premium amortized 2.39 

Carrying value 1,002.44 

Jan. 7, 19-7 Interest paid in cash 25.00 

True interest expense — 2)4, per cent of 1,002.44 22.56 

Premium amortized 2.44 

Carrying value — date of maturity . 1,000.00 
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Scientific Amortization without Bond Tables. If bond tables 
are not available it becomes necessary to compute the price at 
which a bond must be sold to cost (or yield) a given interest rate. 

Thus, at what price should a 5-year $1,000.00 bond, bearing a 
nominal interest rate of 5 per cent, be sold to result in a true interest 
cost of 4)^ per cent to the company issuing it? 

The interest being payable semiannually, the effective rate each 
6 months’ period is one-half of 41^ per cent, or 2)4 per cent. Refer- 
ence to an interest table gives the present value of $1.00 due in 10 
periods at 2)4 P^r cent as $0.80051013. 

The present value of $1,000.00 due in 10 periods at 2)4 per cent 
interest per period is $1, 000. 00X$0. 80051013 =$800.51. 

The present value of 10 coupons of $25.00 each is: 

Present worth of annuity of 1, per interest table, is 8.86621635.* 

25X8.86631635 = 221.66 

Selling price to result in true interest cost of 4)4 per cent = 
$1022.17 

The amortization then occurs, as explained above, in the illustra- 
tive amortization schedule. 

Amortization Journalized. The results shown in the amortiza- 
tion schedule may be journalized. Thus, on July 1, 19-2, the entry is 
as follows: 


Intel est Expense 

Premmm on Bonds 

Cash 

and on July 1, 19-6, it is: 

Interest Expense 

Premium on Bonds 

Cash 


23.00 

2.00 

25.00 


22.61 

2.39 

25.00 


Note the decreasing interest expense (which is always 2)4 per 
cent of the carrying value of the bond), also the increasing amount 
charged each period to the Premium on Bonds account. 


Bond Redemption 

Bonds are redeemed in accordance with either of two plans: (1) 
sinking fund plan, (2) serial plan. 

‘For a discussion of the principles of compound interest and annuities the student 
is referred to Chapter 20. 
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Sinking Fund Plan. Under the sinking fund plan of bond re- 
demption a sum of money is set aside periodically, usually in ac- 
cordance with provisions of the trust deed, to be employed in the 
redemption of outstanding bonds. Sinking funds are of two types: 
(1) those in which only the principal is to be used for redemption 
purposes; (2) those in which both the principal and interest ac- 
cumulated on such principal are to be so used. The second type 
is the true sinking fund, the characteristics of which are: (1) 
in form of cash or securities; (2) accumulates at compound interest; 
(3) used to pay, at maturity, a present debt or one certain to be 
incurred. 

Control of Sinking Fund. The trust deed usually provides that 
installments to a sinking fund shall be made to an independent 
trustee (usually a trust company) who administers the trust fund 
and renders such reports of his ti-ansactions to the company as are 
necessary to enable it to make the necessary entries on its books. 

Sinking Fund Plan Illustrated. Assume that, in case of a 
certain bond issue, the trust deed provides that, semiannually, there 
shall be paid by the issuing company to the trustee the sum of 
$20,000.00 in cash, this amount to be invested in certain types of 
securities, of a character which will permit their ready liquidation 
when money is required to meet the matured bond issue. The entry 
for each such installment is: 

Sinking Fund Trustee 20^000.00 

Cask 20 f 000. 00 

For deposit with trustee per deed oj trust provisions. 

When the trustee reports interest earned on the fund, the entry 
required is to charge the trustee and credit sinking fund income. 
Thus, if the trustee reports interest collections of $3,000.00, the 
entry is: 

Sinking Fund Trustee 3J)00M 

Sinking Fund Income 3^000.00 

For interest on sinking fund in hands of trustee. 

As a rule, sinking fund income should be carried to profit and 
loss. An alternative plan is to credit it to the sinking fund reserve. 
Under this plan, the earnings of the sinking fund are not recorded in 
either the Profit and Loss account or in the Surplus account. 
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Some Practical Considerations. In theory, equal sums are set 
aside periodically and are permitted to accumulate at compound 
interest at a specified rate, so that at the date of maturity of the 
bond issue the exact sum of money required for its redemption will 
be available. There are several reasons why such an outcome is, in 
practice, impossible: 

1. The interest yields on available investments vary. 

2. Interest earned cannot always be invested immediately upon its receipt. 

3. Certain costs may have to be met out of the fund. 

4. It may be desirable to employ the fund to retire part of the bond issue 
before maturity, owing to the market situation. 

This last contingency is normally provided for in the trust deed, 
which may contain detailed specifications thereon. 

Thus, one trust deed provides that the bonds may be redeemed, 
at any interest date, at 105 and interest, providing six weeks’ notice 
be given. These considerations do not render accurate sinking fund 
computations unnecessary, but indicate that, in practice, devia- 
tions from the resulting forecast may be expected. 

Sinking Fund Computations. Assume that, for the purpose of 
debt payment, it is desired to accumulate a fund of 160,000.00 in 
6 years. Money put into the fund accumulates at 4 per cent per 
annum, compound interest. 

Reference to a table of annuities shows that the amount of an 
ordinary annuity^ of fl.OO for 6 periods at 4 per cent is $6.632975. 
Hence, the annual contribution to the fund is: $60,000.00-1- 
6.632975 =$9,045.71. 

The accumulation of the fund is as follows: 


End of first year . . 9^045.71 

End of second year: 

Interest on 9^045.71 at 4 per cent 361,83 

Installment 9^045.71 9,407,54 

~ TS, 453.25 

End of third year: 

Interest on 18,453,25 at 4 per cent. 738.13 

Installment 9,045.71 9,783.84 

Js, 237.09 


2 See footnotej page 164. 
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End of fourth year: 

Interest on 28,237.09 at 4 per cent. 
Installment 

End of fifth year: 

Interest on 38,472.28 at 4 per cent. 
Installment 

End of sixth year: 

Interest on 48,99-1.48 at 4 per cent. 
Installment 


1.129.48 

9,045.71 10,175.19 

38,412.28 

1.538.49 

9,045.71 10,582.20 

48,994.48 

1,959.80 

9,045.71 11,005.51 

59,999.99 


Callable Bonds. When it is provided that bonds are callable at 
certain interest dates at the option of the issuing company, usually 
at a specified premium, such option may render impossible the 
exact computation of the amount that will be required to pay off 
the debt. Usually, bonds are made callable at a specified premium, 
although redemption at a discount is possible. 

To illustrate, assume that a corporation issues $100,000.00 in 
first mortgage bonds, due in 10 years, but made callable after 4 
years, at any interest date, at 103 and accrued interest. At the end 
of 5 years it is decided to call one-half the issue, and a check for 
$51,500.00 is handed to the trustee. The entry is: 

Sinking Fund Tt ustee 51,500.00 

Cash 51,500.00 

For check sent sinking fund trustee to retire 50,000.00 of bonds at 
103. 


When the trustee reports that the bonds have been retired, the 


entry is: 

Bonds Payable 50,000.00 

Premium on Bonds Called f 500.00 

Sinking Fund Trustee 51,500.00 

For 50,000.00 in bonds retired at 103. 


Serial Bonds. Bonds are sometimes issued redeemable in series. 
In such case the bonds may be redeemed at maturity or, market 
conditions being favorable, they may be purchased before date of 
maturity. Of the various plans of treating discount and premium, 
two will be illustrated, viz., (1) bonds outstanding method, (2) 
effective rate method. 


Bonds Outstanding Method Illustrated. Under the bonds out- 
standing plan of amortizing discount or premium, the amount 
amortized in a given period is found by multiplying the total dis- 
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count or premium by a fraction whose denominator is the amount 
of bonds outstanding at the end of that period, and whose numera- 
tor consists of the total of the amounts of bonds outstanding at the 
end of each period. Assume that a corporation, on July 1, 19 — ^ 
issues $50,000.00 of bonds, bearing 6 per cent interest, payable 
.semiannually, maturing $5,000.00 on each interest date. The issue 
is sold for $48,000.00. The bonds are redeemed as they mature, 
at par. 

AMORTIZATION TABLE 


Outstanding Fraction of Amount of Dis- 
interest Date Bonds Bonds Redeemed count Amortized 

Jan. J, 19— 30,000.00 5/27.3 303.03 

July 7, 19— 45,000.00 4.5/27.5 327.27 

Jan:1, 19— 40,000.00 4/27.5 290.90 

July 1, 19— 35,000.00 3.5/27.5 254.54 

Jan. 1,19— 30,000.00 3/27.5 218.18 

July 1, 19— 25,000.00 2.5/27.5 181. S2 

Jan. 1, 19— 20,000.00 2/27.5 145.46 

July 1, 19— 15,000.00 1.5/27.5 109.10 

Jan. 1, 19— 10,000.00 1/27.5 72.74 

July 1,19— 5,000.00 .5/27.5 36.36 

Totals 275,000.00 27.5/27.5 2,000.00 


Fig. 47 


The entry for sale of the bonds is: 

Juh 7, 19— 

Cash 48,000.00 

Bond Discount 2,000.00 

Bond^ Payable 

Sale of bondi al 9d. 

The entry at the end of the first 6 months’ period is: 


Interest on Bonds 1,863.63 

Cash 

Bond Discount , . . 

Bonds Payable * 5,000.00 

Cash 

The entry at the end of the first year is: 

Interest on Bonds 1,677.27 

Cash 

Bond Discount. . 

Bonds Pliable 5,000.00 

Cash 


50,000.00 

1.500.00 
363.63 

5,000.00 

1.350.00 
327.27 

5,000.00 
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And so on, until on July 1, 19 — , when the last installment of 
$5,000.00 is paid and the balance of the discount, $36.36, is written 
off. 

Effective Rate Method Illustrated. Assume that an issue of 
$50,000.00 5-year serial bonds, bearing interest at the nominal rate 
of 5 per cent is to be sold to yield 4 per cent. $5,000.00 of the princi- 
pal is to be redeemed each interest date (Fig. 48) . 

In this case the principal of the issue consists of an annuity of 
15,000.00, payable in ten installments, at six-month intervals, and 
yielding 2 per cent interest per period. The present worth of an 
annuity of $1 .00 at 2 per cent for 1 0 periods, as shown in an annuity 
table, is $8.98258501.® The present worth of an annuity of 15,000.00 
for this period and rate is $5,000.00X8.98258501 =$44,912.93. 

The coupons of the issue constitute a series of ten annuities of 
$125.00 each, the first for one period, the second for two periods, and 
so on. The present worth of this series of annuities may be found by 
computing the present worth of each, as above, then finding the 
sum of these present worths, which is, for $1.00, $50.87074970. For 
a series of annuities of $125.00 the sum is $50,87074970X125 = 
$6358.84. 

Present value of principal ($44,912.93) -f- present value of 
coupons ($6,358.84) =$51,271.77, selling price. 


AMORTIZATION TABLE 


Interest Dates 

Carrying 

Effective 

Coupon 

Premium 

Value 

Interest 

Payment 

Amoi tized 

1st 

51,271.77 

1,025.43 

1,250.00 

224.57 

ai 

46,047.20 

920.94 

1,125.00 

204.06 

3d 

40,843.14 

816.86 

1,000.00 

183.14 

4tk 

35,000.00 

713.20 

875.00 

161.80 

5th 

30,498.20 

609.96 

750.00 

140.04 

6th 

25,358.16 

507.16 

625.00 

1/7.84 

7th 

20,240.32 

404.81 

500.00 

95.19 

8th 

15,145.13 

302.90 

375.00 

72.10 

9lh 

10,073.03 

201.46 

250.00 

48.54 

nth ‘. 

5,024.49 

100.49 

125.00 

24.51 

1,271.79 


Fig. 48 

®See footnote, page 164. 
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The journal entry at the first interest date is: 


Bonds Payable 3,000.00 

Premium on Bonds 224.57 

Interest on Bonds 1,025.43 

Cash 


First coupon on 50,000.00 5 per cent bonds, sold to yield 4 per 
cent; also Jirsl redemption oj 5,000 oj principal. 


8,250.00 


Similar entries are made at each interest date. At the end of the 
tenth period the entry made completes the amortization of the dis- 
count, and also pays off the remaining 85,000. 00 of the principal, thus : 


Bonds Payable , . 

Premium on Bonds 

Interest on Bonds 

Cash 

Last coupon on 5^000,00 outstanding bonds; also payment of this 
principal* 


5,000.00 

24.49 

100.49 

5,124.98 



Chapter 12 

CONSOLIDATED STATEMENTS 


Intercompany Holdings of Capital Stock. In practically all of 
the states the laws permit corporations to acquire the capital stock 
of other corporations. These acquisitions may be for the purpose of 
either investment or control. Where the motive is investment, the 
holdings need not comprise a majority of the voting stock of the com- 
pany whose stock is held. If, however, control is the motive, it is 
practically necessary that the holding company own a majority 
interest in the company which it undertakes to control. The control 
of another company is frequendy sought to secure unification of 
management over concerns which are distinct from a legal point 
of view. Among the advantages of unified control over concerns 
which are legally distinct are: 

1. Limitation of liability. If a controlled company fails, the loss suffered by 
the holding company is limited to its investment in the controlled, or subsidiary, 
company. 

2. A degree of integration in industry, not otherwise obtainable, is secured. A 
company which manufactures automobiles controls a company which operates an 
iron mine. Distinct types of organization are required in order successfully to 
prosecute these activities. Through the plan of stock ownership it is possible to 
secure the required types of organization while maintaining unified control. 

3. Subsidiary companies may be organized on a geographical basis to meet 
special requirements of climate, local custom, and local peculiarities. 

4. As distinct from integration, a higher degree of specialization is attainable 
through unified control of diverse activities. Thus, a bank may organize a subsidi- 
ary company to engage in underwriting, or a publisher of magazines may organize 
a subsidiary to publish books. 

Among the disadvantages of intercorporate control are the 
following: 

1. Monopoly may result through the disappearance of independent com- 
petitors. 

2. Financial statements may be “rigged” by failing to present all facts essential 
to an understanding of the financial status of holding company and subsidiaries. 

171 
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3. Holding companies may become mere agencies of control, tending to 
become topheavy through a multiplicity of levels of control, and contributing 
relatively small sums to the investment involved in the controlled enterprises. 

Statements To Be Consolidated. Ordinarily, the statements to 
be consolidated are the balance sheets and statements of profit and 
loss of the affiliated group of corporations. This is because unified 
control of two or more concerns, through intercorporate holdings of 
stock, leads to a demand for statements which will show the status 
and earnings of the group when considered as a unit. 

Intercompany stock holdings must be eliminated and majority 
and minority interests set forth in the consolidated balance sheet. 

Intercompany profits must be eliminated in the consolidated 
statement of profit and loss. 

By the majority interest is meant that represented by the stock 
of the subsidiary companies held by the controlling company. 

By the minority interest is meant that represented by the stock 
of the subsidiary company not held by the controlling company. 

Consideration of Principles 

The consolidation of the statements of affiliated companies must 
be carried out in accordance with certain recognized principles, by 
applying these principles to concrete conditions. The principles are 
fixed, but the conditions under which they must be applied are 
constantly changing, each case pi'esenting peculiarities not found 
elsewhere. These principles will be considered in accordance with 
the following outline; 

1. Acquisition of control 

a) Purchase price of subsidiary’s stock 

(1) At book value 

(2) Below book value 

(3) Above book value 

2. Surplus of subsidiary 

a) At date of acquisition by holding company 

3) Acquired after acquisition of control by holding company 

3. Treatment of dividends paid by subsidiary 

4. The minority interest 

5. Profit on intercompany transactions 
a) Effect on balance sheets 

A) Effect on profit and loss statements 

6. Intercompany debts 
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Acquisition of Control. The control of one company by another 
may result from either: {a) the purchase of a controlling interest by 
one company in another which has existed previously as an inde- 
pendent concern, or (b) the incorporation of a subsidiary company 
by another company which thus automatically becomes the princi- 
pal owner of the subsidiary’s capital stock. 

Where one company purchases a controlling interest in the 
capital stock of an existing corporation, the acquisition of the neces- 
sary capital stock is a matter of bargaining with the existing stock- 
holders of the company whose control is sought. This may be ac- 
complished on the established stock markets, or, in case of stocks 
not listed, by resort to direct dealings with the stockholders. The 
chief problem involved is one of valuation, and since different 
stockholders place different estimates on the value of their holdings, 
the purchase price per share is likely to vary. Considerations in- 
volved are: (1) Book value of the stock. (2) Market conditions, 
particularly the market price of the stock in question, where such 
market price is established through numerous transactions in the 
stock. (3) Degree of conservatism reflected in the financial state- 
ments of the company whose stock is sought. In accordance there- 
with the book value may be found to be representative, or other- 
wise, of true present worth of the stock. 

Case 7. Company X, as at January 1, 19 — , has the status re- 
flected in the following balance sheet: 

Company X 
Balance Sheet 

as at January 1, 19 — 

Assets 5100,000 00 Capital Stock . 5100,000.00 

5100,000.00 $100,000.00 


If there are 1,000 shares of stock, the book value per share is 
SI 00.00. 

Company A, desiring to secure control of Company X, attempts 
to purchase its outstanding stock. It may pay book value, or more 
or less than book value, for it, depending on conditions mentioned 
above. 
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If Company A pays book value, the entry on its books is: 

Jan. 7, 19— 

Investment in Stock of Company X 700^000,00 

Cash 700,000.00 

For purchase of outstanding stock of Company X, consisting of 
7,000 shares at 700.00 per share. 

If more or less than book value is paid, the entry is the same, 
except as to the amount, but the investment will be carried on 
Company A’s books at an amount which differs from the net book 
value of the assets shown on Company X’s balance sheet. 

Case 2. Company X, as at January 1, 19 — , has the status 
reflected in the following balance sheet: 

Company X 


Balance Sheet 

as at Jan. 1, 19 — 

Assets $150,000.00 Capital Stock $100,000.00 

Surplus 50,000 00 

$150,000.00 $150,000 00 


If there are 1,000 shares of stock, the book value per share is 
$150.00. 

Company A, desiring to secure control of Company X, attempts 
to purchase its outstanding stock. If it pays book value therefor, 
the entry is: 

Jan. 1, 19— 

Investment tn Stock of Company X . . 

Cash .... 

For purchase of outstanding stock of Company X, consisting of 
1,000 shares at 150.00 per share. 

Here, also, the purchase price might be either above or below 
book value, in which case the actual amount paid would be reflected 
in the entry. 

Control maybe secured by purchase of merely a majority inter- 
est in the stock of the subsidiary. Thus, at book value, a 75 per cent 
interest in Company X could be purchased for .75 times $150,000.00 
which equals $112,500.00. 

Surplus of Subsidiary Company. If a subsidiary company is 
created de novo (anew), it will have no surplus. If, however, it has 
previously existed as an independent enterprise, it will probably 


150,000.00 

150,000.00 
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have an accumulated surplus or deficit. In this event the price paid 
will be based on the net worth, which consists of capital stock plus 
surplus (or less deficit) . Such surplus or deficit, although resulting 
from operations, is in no sense a part of the surplus of the company 
which secures control by acquiring the subsidiary company’s stock 
after such surplus (or deficit) has been acquired. 

The status of a subsidiary’s surplus (or deficit) acquired after 
control is secured by the holding company is different. If the control 
results from a 100 per cent ownership of subsidiary’s stock, the 
entire amount of surplus (or deficit) thus acquired (i.e., after 
affiliation) should be treated as surplus (or deficit) of the affiliated 
companies. 

If such control is the result of less than a 1 00 per cent ownership 
of the subsidiary’s stock, the percentage of the subsidiary’s surplus 
to be treated as surplus of the affiliated companies is whatever the 
percentage of stock of subsidiary owned by the holding company is 
to the entire outstanding stock of the subsidiary. 

Thus, if the subsidiary has surplus of $100,000.00, all acquired 
since acquisition of control through ownership by holding company 
of 75 per cent of subsidiary’s stock, then $75,000.00 thereof repre- 
sents earned surplus of the affiliated companies. The balance, 
$25,000.00, belongs to the minority interest in the controlled 
company. 

Treatment of Dividends Paid by Subsidiary. Since a sub- 
sidiary company retains its legal entity, even when its entire out- 
standing stock is owned by the controlling company, it observes all 
legal requirements as if it acted independently. Consequently it 
pays dividends on its capital stock the same as if such stock were 
held by the public. 

It is possible, however, that, where one company is controlled 
by another, its dividend policy may not be the same as it would be 
were its stock held by the public. Thus, a subsidiary, instead of 
paying a dividend, might make a loan to the controlling company. 

Dividends are paid from profits. When a subsidiary company 
closes its books and ascertains its net profit, the controlling company 
has the option of; (1) bringing its proportionate interest in such 
profits on its books by charging the Investment in Stock of Sub- 
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sidiary account, or, (2) Making no entry therefor until the sub- 
sidiary declares a dividend. 

Case 1. Company A owns all of the capital stock of Company B 
which it carries on its books at $117,000.00. The price originally 
paid foi this stock was $90,000.00, the increase of $27,000.00 result- 
ing from Company A’s policy of entering the profits of the subsidiary 
on its books as soon as ascertained. For the current year Company 
B’s net profit is $6,500.00. As soon as Company A receives this 
information it makes the following entry: 

Invettment in Stock oj Company B 5,500.00 

Profit on Investment in Company B . . . 6,500.00 

To bring on books the net profit of Company B, 100 per cent of 
Company B’s stock bang owned. 

In case Company A does not take up Company B’s profits and 
owns 75 per cent of Company B’s stock, the entry in the event 
Company B pays a 5 per cent dividend is: 

Dividends Receivable . 3,750.00 

Income from Dividends 3,750.00 

For dividend of 5 per cent declared by Company B, 75 per cent of 
whose stock IS owned. 


Case 2. Company X owns all of the capital stock of Company Y, 
which it carries on its books at its original cost, $90,000.00. Since 
date of purchase of Company Y’s stock by Company X, Company 
Y has earned net profit amounting to $27,000.00, and for the cur- 
rent year its net profit amounts to an additional $6,500.00. Com- 
pany X does not take up the net profits of Company Y on its books 
at the time reported, but does, of course, make entry for dividends 
declared by Company Y. 

To date, since date of acquisition of its stock by Company X, 
Company Y has declared dividends totaling $20,000.00. These 
have been taken up on Company X’s books as follows; 


Dividends Receivable 20,000.00 ; 

Income from Dividends 20,000.00 [ 

For dividends declared by Company T, 700 per cent of whose stock I 

IS owned. ■' 


This leaves $13,500.00 of the profits of Company Y unaccounted 
for on the books of Company X. In other words, the investment of ' 
Company X in Company Y is worth $13,500.00 more than the 
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amount expressed in the Investment in Stock of Company B ac- 
count on Company X’s books, which stands charged with $90,000.00. 

The Minority Interest. When the controlling company’s inter- 
est in the subsidiary company is less than 100 per cent there exists a 
minority interest which, although lacking control, may neverthe- 
less be able to elect one or more representatives on the board of 
directors. 

The minority interest consists of the capital stock of the subsidi- 
ary plus a proportionate part of the subsidiary’s surplus. 

Thus, if the subsidiary’s capital stock is $100,000.00 and its 
surplus is $50,000.00, and 75 per cent of its stock is held by another 
corporation, the minority interest is: 

25 per cent of capital slock of 100,000.00 = 25,000.00 
25 per cent of surplus of 50,000.00 = 12,500.00 

37,500.00 

In the consolidated balance sheet the minority interest must be 
expressed separately from the majority interest because such minor- 
ity interest possesses important rights and privileges which the 
majority interest cannot disregard. 

Profit on Intercompany Transactions. The profits earned by 
the two or more corporations of an affiliated group may result from: 
(1) transactions with the outside public, (2) intercompany transac- 
tions, i.e., transactions between members of the affiliated group. 

Profits from these sources require separate treatment when 
financial statements are consolidated. 

Profits resulting from transactions with the outside public are 
profits of the affiliated group of companies and should be shown as 
part of consolidated surplus. 

Profits resulting from intercompany transactions must be sepa- 
rated into; (1) those applicable to the minority interest, (2) those 
applicable to the majority interest. 

When intercompany stock ownership is complete (100 per cent) 
there is no minority interest and hence, no profit applicable thereto. 

Case 1. Company A owns 100 per cent of the capital stock of 
Company B. On intercompany sales there results a profit of 
110,000.00 for the year, which is additional to $50,000.00 profit 
made on sales to the public. 



178 Modern Practical Accounting — Advanced 

The entire $10,000.00 of intercompany profit is reflected in 
increased inventory valuations of the affiliated companies and 
should be eliminated from both the consolidated balance sheet and 
the consolidated statement of profit and loss. The net profit of 
the affiliated companies is $50,000.00 for the year. 

Case 2. Company X owns 80 per cent of the capital stock of 
Company Y. On intercompany sales (Company Y to Company X) 
there results a profit of $10,000.00 for the year, which is additional 
to $50,000.00 profit made on sales to the public. 

Of the intercompany profit of $10,000.00, 20 per cent, or 
$2,000.00, is applicable to the minority interest and must be recog- 
nized, in the consolidated balance sheet, as a legitimate addition to 
surplus applicable to the minority interest. The remaining $8,000.00 
should be eliminated from the consolidated balance sheet accounts 
for {a) inventory and {b) consolidated surplus. 

Intercompany Debts. The status of affiliated corporations is 
one which encourages the creation of intercorporate debts. The 
controlling company lends money to the subsidiary company, or 
vice versa. Sometimes a holding company is in a position to use its 
holding in stocks of its subsidiaries as collateral in securing a large 
loan at favorable interest rates, in turn, lending such sums to these 
subsidiaries as may be needed by them to promote operations. 

In the consolidated balance sheet all intercompany indebted- 
ness must be eliminated, because when the affiliated companies are 
considered as a unit the charge on one set of books cancels the 
credit on the other set. 

Suppose Company A controls Company B through stock owner- 
ship. Company A lends $10,000.00 to Company B. This is a charge 
on Company A’s books and a credit on Company B’s books, appear- 
ing likewise on the balance sheets of these companies. When the 
balance sheets are consolidated these two accounts cancel out, and 
thus are eliminated. 

Consolidated Balance Sheet Procedure 

The principles involved in the intercompany ownership of 
capital stock have been considered. Where such intercompany 
ownership of stock results in affiliation and consequent unified 
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control, it is desirable to express the resulting economic status of the 
affiliated companies by setting up a consolidated balance sheet 
derived from the balance sheets of the affiliated companies. 

Consolidated Balance Sheet — ^N o Minority Interest 

Outline of Cases. 

Group 1. Stock of subsidiary bought at book value and balance sheets consoli- 
dated at date of affiliation. 

Case 1. No subsidiary surplus or deficit at date of affiliation. 

Case 2. Subsidiary surplus at date of affiliation. 

Case 3. Subsidiary deficit at date of affiliation. 

Group 2. Stock of subsidiary bought at book value and balance sheets consoli- 
dated at a later date. 

Case 1. No subsidiary surplus or deficit at date of affiliation, but a surplus ac- 
quired by subsidiary after affiliation, {a) This surplus taken up on books of holding 
company. (A) This surplus not taken up on boolts of holding company. 

Case 2. Subsidiary surplus at date of affiliation, also a surplus acquired by 
subsidiary after affiliation, (a) Surplus acquired after acquisition taken up on 
books of holding company. (6) Surplus acquired by subsidiary after affiliation not 
taken up on books of holding company. 

Case 3. Subsidiary deficit at date of affiliation, and a surplus acquired by 
subsidiary after affiliation, (a) Surplus acquired by subsidiary after affiliation 
taken up on books of holding company. (A) Surplus acquired by subsidiary after 
affiliation not taken up on books of holding company. 

Group 3. Stock of subsidiary bought at other than book value and balance sheets 
consolidated at a later date. 

Case 1. No subsidiary surplus or deficit at date of affiliation, stock bought 
below book value, and a surplus acquired by subsidiary after affiliation, (a) This 
surplus taken up on books of holding company. (A) This surplus not taken up on 
books of holding company. 

Case 2. Subsidiary surplus at date of affiliation, stock of subsidiary bought 
abooe book value, and a surplus acquired by subsidiary after affiliation, (a) Surplus 
acquired by subsidiary after affiliation taken up on books of holding company. 
(A) Surplus acquired by subsidiary after affiliation, not talten up on books of hold- 
ing company. 

Case 3. Subsidiary surplus at date of affiliation, stocks of subsidiary bought 
below book value, and a deficit acquired by subsidiary after affiliation, (a) Deficit 
acquired after affiliation taken up on books of holding company. (A) This deficit 
acquired after affiliation not taken up on books of holding company. 
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GROUP I. STOCK OF SUBSIDIARY BOUGHT AT BOOK VALUE AND 
BALANCE SHEETS CONSOLIDATED AT DATE OF AFFILIATION 

Case 1. No subsidiary surplus or deficit at date of affiliation. 
Company A, as at December 31, 19 — purchases all of tlir 
capital stock of Company B at its book value. After the purchase 
their balance sheets are as follows; 

Company A 

Balance Sheet 

as at December 31, 19 — 


Stock of Company B ... . $100,000.00 Capital Stock $200,000.00 

Other .Assets 100,000.00 

$ 200 , 000.00 $ 200 , 000 “;^ 


Company B 
Balance Sheet 

as at December 31, 19 

Assets $100,000.00 Capital .Stock $100,000.00 

$100,000.00 $100,000,00 


Working Papers 

To Consolidate Balance Sheets as at December 31, 19 — 


1 

Company A 

Company B , 

Eliminations , 

I 

Consolidated 
Balance Sheet 

Assets 

Stock of Company B 

Otkei Assets 

100,000.00 

100,000.00 

100,000.00 

(7) 100,000.00 

200,000.00 


200,000.00 

100,000.00 

100,000.00 

200,000.00 

Liabilities and Net Worth 
Capital Stock 

200,000.00 

100,000.00 

(7) 100,000.00 

200,000.00 


200,000.00 

100,000.00 

100,000.00 

200,000.00 


Fig. 49 


Key to eliminations; 

(7) Capital Stock 100,000.00 

Stack of Company B 100fX)O.QO 

To eliminate capital stock of Company By all of which is owned 
by Company A. 




Consolidated Statements isi 

The consolidated balance sheet of companies A and B follows: 

Companies A and B 
Consolidated Balance Sheet 

as at December 31, IS — 

$200,000.00 Capital Stock (Company 


A) $200,000.00 

$200,000.00 $200,000.00 


The assets of the two companies are combined. The capital stock 
of the holding company (Company A) remains outstanding. 

Case 2. Subsidiary surplus at date of affiliation. 

In this and following cases the preliminary statement of the 
separate balance sheets is omitted. The consolidated balance sheet 
may or may not be shown, accordingly as it appears necessary to do 
so to illustrate form or arrangement of items thereon. 

Working Papers 


To Consolidate Balance Sheets as at December 31, 19 — 


Assets 

Stack of Company B 

Other Assets 

Company A 

Company B 

Eliminations ^ 

1 Consolidated 
Balance Sheet 

120,000.00 

170,000.00 

120,000.00 

(7) 120,000.00 

290,000.00 

Liabilities and Net Worth 

Capital Stock 

Surplus 

290,000.00 

120,000.00 

120,000.00 

290,000.00 

200,000.00 

90,000.00 

100,000.00 

20,000.00 

(7) 100,000.00 
(7) 20,000.00 

200,000.00 

90,000.00 

290,000.00 

120,000.00 

120,000.00 

290,000.00 


rig. 50 


Key to eliminations: 

(7) Capital Stock 100,000.00 

Surplus. ... . 20y000.00 

Stock of Company B 720,000.00 

To eliminate capital stock and surplus of Company the slock 
being all owned by Company A, and the surplus having been 
acquired before date of affiliation. 
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Case 3. Subsidiary deficit at date of affiliation. 


Working Papers 

To Consolidate Balance Sheets as at December 31, 19 — 


Assets 

Stock of Company B 

Other Assets 

Deficit 


Liabilities and Net Worth 

Capital Stock. 

Surplus 


Company A 

Company B 

Eliminations 

Consolidated 

Balance Sheet 

90.000. 00 

770.000. 00 

90.000. 00 

70.000. 00 

(7) 90,000.00 

(7) 70,000.00 

260,000.00 

260,000 00 

700,000.00 

700,000.00 

260,000.00 

200,000.00 

60,000.00 

700,000.00 

(7) 700,000.00 

200,000.00 

60,000.00 

260,000.00 

700,00000 

700,000.00 

260,000.00 

Fig. 51 



Key to eliminations: 

(?) Capital Stock 700,000.00 

Slock of Company B 

Deficit 

To eliminate capital stock and deficit of Company B, the stock 
being all owned by Company A, and the deficit having been 
acquired before affiliation. 


90.000. 00 

70.000. 00 


GROUP 2. CAPITAL STOCK OF SUBSIDIARY BOUGHT AT ITS BOOK VALUE 
AND BALANCE SHEETS CONSOLIDATED AT A LATER DATE 

Case 1 {a) . No subsidiary surplus or deficit at date of affiliation, 
a surplus acquired by subsidiary after affiliation, this surplus taken 
up on books of holding company. 

Working Papers 


To Consolidate Balance Sheets as at December 31, 19 — 


Assets 

Stock of Company B 

Company A 

Company B 

Eliminations 

Consolidated 
Balance Sheet 

770,000.00 

770,000.00 

770,000.00 

(7) 770,000.00 

280,000.00 

Liabilities and Net Worth 

Capital Stock 

Surplus. . 

280,000.00 

770,000.00 

770,000.00 

280,000 00 

200,000 00 
80,000.00 

700,000.00 

70,000.00 

(7) 700,000.00 
(7) 70,000.00 

200,000.00 

80,000.00 

280,000.00 

770,000.00 

770,000.00 

280,000.00 


Fig. 52 
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On December 31, 19 — , Company A acquires all of the capital 
stock of Company B at its book value, $100,000.00, which is also its 
par value. During the next year Company E acquires a surplus of 
$10,000.00, which is taken up by Company A by an entry charging 
Stock of Company B account and crediting profit and loss, and 
thus, indirectly, surplus. 

Key to eliminations: 

[1) Capital Stock 100,000.00 

Surplus 10,000.00 

Stock of Company B 110,000.00 

Jo eliminate capital slock and surplus of Company B, the stock 
being all owned by Company A, and the surplus of Company B 
having been brought on Company £s books. 

Case 1 [h). No subsidiary surplus or deficit at date of affiliation, a 
surplus acquired by subsidiary ajter affiliation, this surplus not 
taken up on books of holding company. 

On December 31, 19 — , Company A acquires all of the capital 
stock of Company B at its book value, $100,000.00, which is also its 
par value. During the next year Company B acquires a surplus of 
$10,000.00, which is not taken up on Company A’s books. Company 
B pays no dividend during the year. 


Working Papers 

To Consolidate Balance Sheets as at December 31, 19 — 



Company A 

Company B 

Eliminations 

Consolidated 
Balance Sheet 

Assets 

Stock of Company B 

Other Assets 

100,000.00 

170,000.00 

110,000.00 

(7) 100,000.00 

280,000.00 


270,000.00 

110,000.00 

100,000.00 

280,000.00 

LiabiUUes and Net Worth 

Capital Stock 

Surplus, 

200,000.00 

70,000.00 

100,000.00 

10,000.00 

(7) 100,000.00 

200,000.00 

80,000.00 


270,000.00 

110,000.00 1 

100,000.00 

280,000.00 


Fig. 53 


Key to eliminations: 

(7) Capital Stock 100,000.00 

Stock of Company B..., 100,000.00 

To eliminate capital stock of Company B, Compary B’s surplus, 
acquired since affiliation, not having been taken up on Compaty 
A’s books. 
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Case 2 (a) . Subsidiary surplus at date of affiliation, also a surplus 
acquired by subsidiary after affiliation, the surplus thus acquired 
taken up on books of holding company. 

On December 31, 19 — , Company A acquires all of the capital 
stock of Company B at its book value, viz., $120,000.00. Company 
B’s capital stock on that date is $100,000.00, and its surplus 
amounts to $20,000.00. During the next year Company B adds 
$10,000.00 to its surplus which is taken up on the books of Company 
A, the holding company. 
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Company A 

Company B 

Eliminations 

Consolidated 
Balance Sheet 

Assets 

Stock of Company B 

Other Assets 

130.000. 00 

170.000. 00 

130,000.00 

(7) 130,000.00 

300,000.00 


300,000.00 

130,000.00 

130,000.00 

300,000.00 

Liabilities and Net Worth 

Capital Stock 

Surplus 

200,000.00 

100,000.00 

100,000.00 

30,000.00 

(1) 100,000.00 
(7) 30,000.00 

200,000.00 

100,000.00 


300,000.00 

130,000.00 

130,000.00 

300,000.00 


Fig. 54 


Key to eliminations: 

(?) Capital Stock 100.000.00 

Surplus 30,000.00 

Stock of Company B 130,000.00 

To eliminate capital stock of Company B, Company B’s surplus ac- 
quired since affiliatian having been taken up on Company A’s books. 

Case 2 {b). Subsidiary surplus at date of affiliation, also a surplus 
acquired by subsidiary after affiliation, the surplus thus acquired 
not taken up on books of holding company. 

On December 31, 19 — , Company A acquires all of the capital 
stock of Company B at its book value, viz., $120,000.00. Company 
B's capital stock on that date is $100,000.00, and its surplus 
amoimts to $20,000.00. During the next year Company B adds 
$10,000.00 to its surplus which is not taken up on the books of Com- 
pany A, the holding company. 
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Company A 

Company B 

Eliminations 

Consolidated 
Balance Sheet 

Assets 

Slock of Company B 

Other Assets 

120,000.00 

170,000.00 

130,000.00 

(7) 120,000.00 

300^000.00 


290,000.00 

130,000.00 

120,000.00 

300,000.00 

Liabilities and Net Worth 
Capital Stock 

200,000.00 

100,000.00 

(7) 100,000.00 

200,000.00 

90,000.00 

30,000.00 

(7) 20,000.00 

100,000.00 


290,000.00 

130,000.00 

120,000.00 

300,000.00 


Fig. 55 


Key to eliminations: 

(?) Capital Stock 100,000.00 

Surplus 20,000.00 

Stock of Company B 120,000.00 

To eliminate capital stock of Company B, Company B’s surplus 
since Hate of acquisition not having been taken up on Company 
A’s books. 

Case 3 (a). Subsidiary deficit at date of affiliation, a surplus ac- 
quired by subsidiary after affiliation, the surplus thus acquired 
taken up on books of holding company. 
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Company A 

1 

Company B 

1 

Eliminations 

Consolidated 
Balance Sheet 

Assets 

Sleek of Company B 

Other assets 

110,000.00 

170,000.00 

110,000.00 

(7) 110,000.00 

280,000.00 


280,000.00 

110,000.00 

110,000.00 

280,000.00 

Liabilities and Net Worth 

Capital Stock 

Surplus 

200,000.00 

80,000.00 

100,000.00 

10,000.00 

(7) 100,000.00 
(7) 10,000.00 

200,000.00 

80,000.00 


280,000.00 

110,000.00 

110,000.00 

280,000.00 


‘ Fig. 56 


On December 31, 19 — , Company A acquires all of the capital 
stock of Company B at its book value, viz., $90,000.00. Company 
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B’s capital stock on that date is SlOOjOOO.OO, and its deficit is 
$10,000.00. During the next year Company B earns a net profit of 
$20,000.00, thus converting its $10,000.00 deficit into a $10,000.00 
surplus. This profit is taken up on Company A’s books. 

Key to eliminations: 

(7) Capital Stock - TOO^QOO.OO 

Surplus • 10,000.00 

Stock oj Company B no,QOO.QQ 

To eliminate capital stock of Company B, Company B*s surplus 
acquired since affiliation having been tak£n up on Company A*s 
books. 

Case 3 (b) . Subsidiary deficit at date of affiliation, a surplus ac- 
quired by subsidiary after affiliation, the surplus thus acquired not 
taken up on books of holding company. 

On December 31, 19 — , Company A acquires all of the capital 
stock of Company B at its book value, viz., $90,000.00. Company 
B’s capital stock on that date is $100,000.00, and its deficit is 
$10,000.00. During the next year Company B earns a net profit of 
$20,000.00, thus converting its $10,000.00 deficit into a $10,000.00 
surplus. This profit is not taken up on Company A’s books. 
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Company A 

Company B 

Eliminations 

Consolidated 
Balance Sheet 

Assets 

Slock of Company B 

other Assets 

90.000. 00 

170.000. 00 

770,000.00 

(7) 90,000.00 

280,000.00 


200,000.00 

170,000.00 

90,000.00 

280,000.00 

Liabilities and Net Worth 

Capital Stock 

Surplus. 

200,000.00 

60,000.00 

700,000.00 

10,000.00 

(7) 700,000.00 
(7) 70,000.00*1 

200,000.00 

80,000.00 


260,000.00 

770,000.00 

90,000.00 

280,000.00 


♦Red. Fig. 57 


♦Red. Fig. 57 

Key to eliminations: 

(7) Capital Stock 100,000.00 

Stock of Company B 90fX)0.00 

Surplus IQfiOQ.OO 


To eliminate capital stock of Company B, Company B's surplus 
since affiliation not having been taken up on Company A^s books.. 
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group 3. STOCK OF SUBSIDIARY BOUGHT AT OTHER THAN BOOK 
VALUE AND BALANCE SHEETS CONSOLIDATED AT A LATER DATE 

Case 7 (a) . No subsidiary surplus or deficit at date of affiliation, 
stock bought below book value, a surplus acquired by subsidiary 
after affiliation, this surplus taken up on books of holding company. 

Assume that on January 1, 19 — , Company A buys all of the 
capital stock of Company B, amounting to $100,000.00 par, for 
$90,000.00. Company B has no surplus or deficit at the time its stock 
is acquired by Company A. During the ensuing year Company B 
acquires a surplus of $10,000.00, which is taken up on the books of 
the holding company. 
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Company A 

Company B 

Eliminations 

Consolidated 
Balance Sheet 

Assets 

Slock of Company B 

Other Assets. 

Goodwill 

100,000.00 

170.000. 00 

20.000. 00 

110,000.00 

(7) 100,000.00 

(7) 10,000.00 

280,000.00 

10,000.00 


290,000.00 

110,000.00 

110,000.00 

290,000.00 

Liabilities and Net Worth 

Capital Stock 

Surplus 

200,000.00 

90,000.00 

100,000.00 

10,000.00 

(7) 100,000.00 
(7) 10,000.00 

200,000.00 

90,000.00 


290,000.00 

110,000.00 

110,000.00 

290,000.00 


Fig. 58 


Key to eliminations: 

(7) Capital Slock 

Surplus 

Stock of Company B , 

Goodwill 

To eliminate capital stock of Company B, it having been bought 
for 10,000.00 less than its book value. Company B's surplus 
since affiliation having been taken up on Company A.’s books. 

The credit of $10,000.00 to Goodwill account requires explana- 
tion. Company A purchased Company B’s stock for $10,000.00 less 
than its book value. Company A was not willing to pay book value 
either because: (1) it did not think Company B’s future earning 
power would justify paying book value, or because (2) it regarded 
the book value of some asset on Company B’s books as overstated. 


100,000.00 

10,000.00 

100,000.00 

10,000.00 
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If (1) is the reason, then the combined goodwill of the affiliated 
companies is $10,000.00 less than shown on their books, and the 
elimination should be as shown above. 

If (2) is the reason, it would be correct procedure to reduce the 
value of other assets $10,000.00, instead of reducing goodwill. 

There is a third possibility, viz., that Company A purchased the 
capital stock of GompanyBfor $10,000. 00 less than it was worth. In 
this event Capital Surplus account should be credited, thus: 

Capital Stock 700,000.00 

Surplus 70,000.00 

Stock of Company B 700,000.00 

Capital Surplus 70,000.00 

To eliminate capital stock of Company B, it having been bought 
for 70,000.00 less than its conservative book value, and Com- 
pany B's surplus since acquisition having been taken up on 
Company A's books. 


Where there is no Goodwill account on the books and no other 
assets appear to be overvalued, it is customary, in any event, to 
credit the difference between book value and purchase price to 
Capital Surplus account, if the stock of the subsidiary was pur- 
chased below its book value. 

Case 1 (b). Same as Case 1 above, but surplus of subsidiary ac- 
quired since date of affiliation has not been taken up on books of 
holding company. 
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Company A 

Company B 

Eliminations 

Consolidated 
Balance Sheet 

Assets 

Stock of Company B 

Other Assets, 

Goodwill 

90.000. 00 

770.000. 00 

20.000. 00 

770,000.00 

(7) 90,000.00 

(7) 70,000.00 

280,000.00 

70,000.00 


280,000.00 

770,000.00 

700,000,00 

290,000.00 

Liabilities and Net Worth 

Capital Stock . . , , . 

Surplus 

200,000.00 

80,000.00 

700,000.00 

70,000.00 

(7) 700,000.00 

200,000.00 

90,000.00 


280,000.00 

770,000.00 

700,000.00 

290,000.00 


Fig. 59 
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Key to eliminations: 

(7) Capital Stock 100,000.00 

Stock of Company B 90,000.00 

Goodwill 10,000.00 

To eliminate capital stock of Company B, it having been bought 
for 10,000.00 less than book value. Company B's .surplus since 
affiliation not taken up on Company A’s books. 

Case 2 (a). Subsidiary surplus at date of alliliation, stock of 
subsidiary bought above book value, a surplus acquired by sub- 
sidiary bought after affiliation, this surplus taken up on books of 
holding company. 

On January 1, 19 — , Company B has outstanding capital stock 
of $100,000.00 and surplus of $10,000.00. Company A buys all of 
Company B’s stock on that date for $115,000.00. During 19 — 
Company B adds $10,000.00 to its surplus, this being taken up on 
Company A’s books. 

Working Papers 


To ConaoHdate Balance Sheets as at December 31, 19 — 



Company A 

Company B 

Eliminations 

Consolidated 
Balance Sheet 

Assets 

Stock of Company B 

Other Assets 

Goodwill 

125.000. 00 

170.000. 00 
20,000.00 

120,000.00 

(7) 125,000.00 

(7) 5,000.00* 

290,000.00 

25,000.00 


315,000.00 

120,000.00 

120,000.00 

315,000.00 

Liabilities and Net Worth 

Capital Stock 

Surplus 

200,000.00 

115,000.00 

100,000.00 

20,000.00 

(7) 100,000.00 

ll) 20,000.00 

200,000.00 

115,000.00 


315,000.00 

120,000.00 

120,000.00 

315,000.00 


"Red. Fig. 60 


"Red. Fig. 60 

Key to eliminations: 

(7) Capital Stock 100,000.00 

Surplus 20,000.00 

Goodwill 5,000.00 

Stock of Company B 125,000.00 


To eliminate capital stock of Company B, it having been bought 
for 5,000.00 mare than its book value, Company B's surplus 
since affiliation taken up on Company A’s books. 

Case 2 (b) . Same as Case 2 (a), except that surplus of subsidiary 
acquired after affiliation not taken up on books of holding company. 
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Company A 

Company B 

Eliminations 

Consolidated 
Balance Sheet 

Assets 

Stock of Company B 

Other Assets 

Goodwill 

115.000. 00 

170.000. 00 
20,000.00 

120,000.00 

{1)115,000.00 

(7) 5,000.00* 

290,000.00 

25,000.00 


305,000.00 

120,000.00 

110,000.00 

315,000.00 

Liabilities and Net Worth 

Capital Stock 

Surplus 

200,000.00 

105,000.00 

100,000.00 

20,000.00 

{1)100,000.00 
(7) 10,000.00 

200,000.00 

115,000.00 


305,000.00 

120,000.00 

110,000.00 

315,000.00 


•Red. Fig. 61 


•Red. Fig. 61 

Key to eliminations: 

(7) Capital Stock 700,000.00 

Surplus 10,000.00 

Goodwill 5,000.00 

Stock of Company B 115,000.00 


To eliminate capital stock of Company B, it having been bought 
for 5,000.00 more than its book value, and Company B’s surplus 
since affiliation not taken up on Company A's books. 

Case 3 {a). Subsidiary surplus at date of affiliation, stock of 
subsidiary bought below book value, a deficit acquired by subsidiary 
after affiliation, this deficit taken up on books of holding company. 
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1 

! 

Company A 

Company B 

1 

Eliminations 

Consolidated 
Balance Sheet 

Assets 

Stock of Company B 

Other Assets 

Goodwill 

Deficit 

85.000. 00 
185,000.00 

20.000. 00 

95,000.00 

5,000.00 

(7) 85,000.00 

(7) 10,000.00 
(7) 5,000.00 

280,000.00 

10,000.00 


290,000.00 

100,000.00 

100,000.00 

290,000.00 

Liabilities and Net Worth 

Capital Stock 

Surplus 

200,000.00 

90,000.00 

100,000,00 

1(7) 100,000.00 

200,000.00 

90,000.00 


290,000.00 

100,000.00 

100,000.00 

290,000.00 


Fig. 62 
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On January 1, 19 — , Company B has outstanding capital stock 
of $10'0,000.00 and surplus of $10,000.00. Company A buys all of 
Company B’s stock on that date for $100,000.00, or $10,000.00 
below book value. During 1 9 — , Company B incurs a loss of $ 1 5, 000, 
this being taken up in Company A’s books. 


Key to eliminations: 

(7) Capital Stock 100,000.00 

Stock of Compare B.. 

Goodwill 

Deficit 

To eliminate capital stock of Company it having been bought 
Jot 10^000.00 less than book value^ and Company B's loss since 
affUiation having been taken itp on Company A*s books. 


85.000. 00 

10 . 000 . 00 
5,000.00 


Case 3 (b). Same as Case 3 (a), except that deficit of subsidiary 
incurred after affiliation not taken up on books of holding company. 
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Company A 

Company B 

Eliminations 

Consolidated 
Balance Sheet 

Assets 

Stock of Company B 

Other Assets 

Goodwill 

Deficit 

100,000.00 

183,000.00 

20,000.00 

93,000.00 

5,000.00 

100,000.00 

10,000.00 

5,000.00 

280,000.00 

10,000.00 


305,000.00 

100,000.00 

115,000.00 

290,000.00 

Liabilities and Net Worth 

Capital Stock 

Surplus 

200,000.00 

105,000.00 

100,000.00 

100,000.00 

15,000.00 

200,000.00 

90,000.00 


305,000.00 

100,000.00 

115,000.00 

290,000.00 


Fig. 63 


Key to eliminations; 

(7) Capital Stock 100,000.00 

Surplus 13,000.00 

Stock of Company B 

Goodwill 

Deficit 

To eliminate capital stock oj Company B, it having been bought 
for 10,000.00 less than book value, and Company B’s loss 
since qffiliaiion not taken up on Company A’s records. 


100,000.00 

10,000.00 

5,000.00 
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Consolidated Balance Sheet — ^Minority Interest 

A minority interest in the subsidiary company will be 
assumed. 

Cases To Be Considered. Gases similar to those already con- 
sidered, but with a minority interest in the subsidiary’s capital 
stock, will be the subject matter of this division. Owing to limita- 
tions on space only the following cases, selected from those pre- 
viously considered, will be illustrated: Group 1, cases 1 and 3; 
Group 2, cases 1 (a), 2 (b), and 3 (a); Group 3, cases 1 (a), 2 (b), 
and 3 {a). 

GROUP I. STOCK OF SUBSIDIARY BOUGHT AT ITS BOOK VALUE AND 
BALANCE SHEETS CONSOLIDATED AT DATE OF AFFILIATION 

Case 1. No subsidiary surplus or deficit at date of affiliation. 
Company A, as at December 31, 19 — , purchases 80 per cent of 
the capital stock of Company B at its book value. 
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Company A 

Company B 

Eliminations 

Consolidated 
Balance Sheet 

Assets 

Stock of Company B (80 per 

cent) 

Other Assets 

80,000.00 

720,000.00 

100,000.00 

(?) 80,000.00 

220,000.00 


200,000.00 

100,000.00 

80,000.00 

220,000.00 

Liabilities and Net Worth 
Capital Stock 

200,000.00 

100,000.00 

(7) 80,000.00 

( 20,000.00 
\200,00Q.00 


200,000.00 

100,000.00 

80,000.00 

220,000.00 


Fig. 64 


Key to eliminations: 

(1) Capital SlDck 80,000.00 

Stock of Company B 80,000.00 

To eliminate Company A’s 80 per cent interest in capital stock of 
Company B. 
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The consolidated balance sheet of Companies A and B follows : 
Companies A and B 
Consolidated Balance Sheet 

as at December 31, 19 — 

$220j000.00 Capital Stock — Company 


A $200,000.00 

Capital Stock of Company 

B outstanding- 20,000.00 

$220,000.00 $220,000,00 


Case 3. Subsidiary deficit at date of affiliation. 
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Company A 

Company B 

Eliminations 

Consolidated 
Balance Sheet 

Assets 

Stock of Company B (SO per 

cent) 

Otker Assets 

Be/ictt 

64,000.00 

136,000.00 

80,000.00 
W, 000.00 

(?) 64,000.00 

(1) 16,000.00 

216,000.00 

4,000.00 


200,000.00 

100,000.00 

80,000.00 

220,000.00 

Liabilities and Net Worth 
Capital Stock. 

200,000.00 

100,000.00 

(?) 80,000.00 

( 20,000.00 

1 200,000.00 


200,000.00 

100,000.00 

80,000.00 

220,000.00 


Fig, 65 


Key to eliminations: 

(1) Capital Stock 80,000.00 

Stock oj Company B 64,000.00 

Deficit 16,(XX),00 

To eliminate Company d’j 80 per cent interest in capital stock of 
Company B, the deficit oJ Company B being acquired before 
affiliation. 


GROUP 2. STOCK OF SUBSIDIARY BOUGHT AT BOOK VALUE AND 
BALANCE SHEETS CONSOLIDATED AT A LATER DATE 

Case 1 (a). No subsidiary surplus or deficit at date of affiliation, 
but a surplus acquired by subsidiary after afiiliation, this surplus 
being taken up on books of holding company. 
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On December 31, 19 — , Company A acquires 80 per cent of the 
capital stock of Company B at book value, $80,000.00, which is also 
par value. During the next year Company B acquires a surplus of 
$10,000.00, 80 per cent of which is taken up by Company A by an 
entry charging Stock of Company B account and crediting profit 
and loss, thus, indirectly, surplus. 
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CompanyA 

Company B 

Eliminations 

Consolidated 
Balance Sheet 

Assets 

Stock of Company B 

Other Assets 

83,00000 

182,000.00 

110,000.00 

(1) 88,000.00 

292,000.00 


270,000.00 

110,000.00 

88,000.00 

292,000.00 

Liabilities and Net Worth 
Capital Stock 

200,000.00 

100,000.00 

(/) 80,000.00 

f 20,00000 
( 200,000.00 

Surplus 

70,000.00 

10,000.00 

{1) 8,000.00 

f 2,000.00 

1 70,000.00 


270,000.00 

110,000.00 

88,000.00 

292,000.00 


Fig. 66 


Key to eliminations: 

(7) Capital Stack 

Surplus 

Stock of Company B , 

To eliminate 80 per cent capital stock and surplus of Company 5, 

80 per cent of whose slock is held by Company A and 80 per cent 
of whose surplus has been brought on Company A^s books. 

Case 2 (b). Subsidiary surplus at date of affiliation, also subsidi- 
ary surplus acquired after affiliation, surplus thus acquired after 
affiliation not taken up on books of holding company. 

On December 31, 19 — , Company A acquires 80 per cent 
of the capital stock of Company B at book value, viz., $96,000.00. 
Company B’s capital stock on that date is $100,000.00 and its 
surplus is $20,000.00. During the next year Company B adds 
$10,000.00 to its surplus which is not taken up on the books of 
Company A. 


80,000.00 

8,000.00 

88,000.00 
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Company A 

Company B 

Eliminations 

Consolidated 
Balance Sheet 

Assets 

Stock of Company B ... 
Other Assets. 

96,000 00 
164,000.00 

130,00000 

(7) 96,000.00 

294,000.00 


260,000.00 

130,00000 

96,00000 

294,000.00 

Ltabiliiies and Jd'et Worth 
Capital Stock 

200,000.00 

100.000.00 

(1) 80,000.00 

( 20,000.00 
1200,000.00 

Surplus. 

60,000.00 

30,000.00 

(7) 16,000.00 

( 6,000.00 

1 68,000.00 


260,000.00 

130,000.00 

96,00000 

294,000.00 


Fig. 67 


Key to eliminations: 

(7) Capital Stoci 80,000.00 

Surplus .... 16,000.00 

Stack of Company B 96,000.00 

To eliminate 80 per cent of capital stock of Company B, also 80 
per cent of surplus of Company B acquired before affiliation 
IfO, 000.00). 

Note: The balance of the |120, 000.00 of surplus of Company B, 
viz., MjOOO.OO, belongs to the minority. Of Company B’s surplus 
acquired after affiliation, 80 per cent, or $8,000.00, belongs to the 
controlling interest, and $2,000.00 to the minority interest, mak- 
ing it $6,000.00. 

Case 3 {a). Subsidiary deficit at date of affiliation, and a sub- 
sidiary surplus acquired after affiliation, surplus thus acquired 
being taken up on books of holding company. 

On December 31,1 9 — , Company A acquires 80 per cent of the 
capital of Company B at book value, viz., $72,000.00. Company B’s 
capital stock at that date is $100,000.00, and its deficit is $10,000.00. 
During the next year Company B earns a net profit of $20,000.00, 
thus converting its $10,000.00 deficit into a $10,000.00 surplus; 
80 per cent of this profit is taken up on Company A’s books, making 
its investment in Company B $88,000.00. 
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Company A 

Company B 

Eliminations 

Consolidated 

Balance Sheet 

Assets 

Stock of Company B 

Other Assets. 

88,000.00 

182,000.00 

110,000.00 

(?) 88,000.00 

292,000.00 


270,000.00 

110,000.00 

88,000.00 

292,000.00 

f Liabilities and Net Worth 
Capital Stock 

Surplus 

200,000.00 

70,000.00 

100,000.00 

10,000.00 

(7) 80,000.00 

(1) 8,000.00 

J 200,000.00 

1 20,000.00 
f 70,000.00 

1 2,000.00 


270,000.00 

110,000.00 

88,000.00 

292,000.00 


Fig. 68 


Key to eliminations: 

(?) Capital Stock 80,000.00 

Surplus 8,000.00 

Stock of Company B 88,000.00 

To eliminate 80 per cent of capital stock of Company B, also 80 
per cent of surplus of Company B. 


Note that the minority interest in the surplus is $2,000.00. 

GROUP 3. STOCK OF SUBSIDIARY BOUGHT AT OTHER THAN BOOK VALUE 
AND BALANCE SHEETS CONSOLIDATED AT A LATER DATE 

Case 7 {a). No subsidiary surplus or deficit at date of affili- 
ation, stock bought helow book value, and a surplus acquired after 
affiliation, this surplus taken up on books of holding com- 
pany. 

Assume that on January 1, 19 — , Company A buys 80 per 
cent of the capital stock of Company B, amounting to $80,000.00 
par, for $75,000.00. At this date Company B has neither sur- 
plus nor deficit. During the next year Company B acquires a 
surplus of $10,000.00, 80 per cent of which is taken up on Com- 
pany A’s books, thus making the investment of Company A in 
Company B $83,000.00. 
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Working Papers 

To Consolidate Balance Sheets as at December 31, 19 — 



Company A 

Company B 

Eliminations 

Consolidated 
Balance Sheet 

Assets 

Stock of Company B 

Other assets 

Goodwill. . . 

83.000. 00 
140,000.00 

20.000. 00 

110,000.00 

(7) 83,000.00 

(7) 3,000.00 

250,000.00 

15,000.00 


243,000.00 

110,000.00 

88,000.00 

265,000.00 

Liabilities and Net Worth 
Capital Slock 

Surplus. 

200,000.00 

43,000.00 

100,000.00 

10,000.00 

(7) 80,000.00 

(7) 8,000.00 

( 20,000.00 
( 200,000.00 
( 2,000.00 

1 43,000.00 


243,000.00 

110,000.00 

88,000.00 

265,000.00 


Fig. 69 


Key to eliminations: 

(7) Capital Stock 

Surplus 

Stock of Company B 

Goodwill 

To eliminate capital stock oj Company B, held by Company A, it 
having been bought for 5,000 less than book value, and 80 per 
cent of Company B's surplus acquired since affiliated having 
been taken up on Company Als books. 


80,000.00 

8,000.00 

83,000.00 

5,000.00 


Case 2 (b). Subsidiary surplus at date of acquisition, stock of 
subsidiary bought above par, and a subsidiary surplus acquired 
after affiliation, but not taken up on books of holding company. 

On January 1, 19 — , Company B has outstanding capital stock 
of $100,000.00, and surplus of $10,000.00. Company A buys 80 per 
cent of Company B’s stock on that date for $93,000.00, which is 
$5,000.00 above book value. During 19 — , Company B adds 
$10,000.00 to its surplus, which is not taken up on Company A’s 
books. See Fig. 70. 


Key to eliminations: 


(7) Capital Stock 80,000.00 

Surplus SyOOO.OO 

Goodwill 5,000.00 


Slock of Company B 

To eliminate capital stock of Company B held by Company A, it 
having been bought for 5,000,00 more than book value, none of 
B's surplus acquired after affiliation having been taken up on 
Company A's books. 


93,000.00 
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Working Papers 

To Consolidate Balance Sheets as at December 31, 19 — 



Company A 

Company B 

Eliminations 

Consolidated 
Balance Sheet 

Assets 

Slock of Company B 

93.000. 00 
730,000.00 

20.000. 00 

120,000.00 

93,000.00 

5,000.00* 

250,000.00 

25,000.00 


243,000.00 

120,000.00 

88,000.00 

275,000.00 

Liabilities and Met Worth 
Capital Stock. . 

200,000.00 

100,000.00 

80,000.00 

r 200,000.00 
( 20,000.00 

Surplus 

43,000.00 

20,000.00 

8,000.00 

( 51,000.00 

1 4,000.00 


243,000.00 

120,000.00 

88,000.00 

275,000.00^ 


♦Red. Fiff- 70 


Case 3 (a). Subsidiary surplus at date of afRliation, stock of 
subsidiary bought below book value, and a deficit acquired by 
subsidiary after acquisition of its stock by holding company, this 
deficit being reflected on books of holding company. 

On January 1, 19 — , Company B has outstanding capital stock 
of $100,000.00, and surplus of $10,000.00. On that date Company 
A buys 80 per cent of Company B’s stock for $83,000.00, which is 
$5,000.00 below book value. During 19 — , Company B loses 
$15,000.00, and 80 per cent of this loss is reflected on Company 
A’s books. 

Working Papers 

To Consolidate Balance Sheets as at December 31, 19 — 



Company A 

Company B 

Eliminations 

Consolidated 
Balance Sheet 

Assets 

Capital Stock of Company B . . 

Other Assets. 

Goodwill 

Deficit 

71.000. 00 
170,000.00 

20.000. 00 

95,000.00 

3,000.00 

71,000.00 

5.000. 00 

4.000. 00 

265,000.00 

15,000.00 

1,000.00 


261,000.00 

100,000.00 

80,000.00 

281,000.00 

Liabilities and JPet Worth 
Capital Stock 

200,000.00 

100,000.00 

80,000.00 

(200,000.00 
t 20,000.00 

Surplus 

61,000.00 



61,000.00 


261,000.00 

100,000.00 

80.000.00 

281,000.00 


Fig. 71 
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Key to eliminations: 

(7) Capital Slock 

Capital Stock of Company B 

Goodwill 

Deficit 

To eliminate capital stock of Company B held by Company A, it 
having been bought for 5,000.00 less than book value, a deficit 
of 5,000.00 having been incurred since affiliation. 


80,000.00 

71.000. 00 

5.000. 00 

4.000. 00 


Intercompany Debts and Profits 

The principles involved where intercompany debts and profits 
exist have been considered. These will be illustrated in two cases: 
Case 1 . Intercompany debts, intercompany profit, and no minority 
interest. Case 2. Intercompany debts, intercompany profit, and a 
minority interest. 

Case 1. Company A owns all of the capital stock of Company B, 
which it purchased on December 31, 19 — , for $120,000.00, which 
was $10,000.00 more than its book value. At that date Company 
B’s outstanding stock was $1 00,000.00 and its surplus was $10,000.00. 

The balance sheets of Companies A and B are to be consolidated 
as at December 31, 19 — . During the 4 years since Company A 
acquired control of Company B, Company B has added $50,000.00 
to its surplus and this has all been taken up on Company A’s books, 


Working Papers 

To Consolidate Balance Sheets as at December 31, 19 — 



Company A 

Company B 

Eliminations 

Consolidated 
Balance Sheet 

Assets 

Stock of Company B 

Loan to Company A 

Merchandise 

Goodwill 

Other Assets 

170.000. 00 

287.000. 00 
30,000.00 

7,000.00 

90.000. 00 

63.000. 00 

(7) 170,000.00 

(2) 7,000.00 

(3) 3,000.00 
(7) 10,000.00* 

374,000.00 

40.000. 00 

63.000. 00 


487,000.00 

160,000.00 

170,000.00 

477,000.00 

Liabilities and Net Worth 

Capital Stock 

Surplus 

Loan from Company B 

400,000.00 

80,000.00 

7,000.00 

100,000.00 

60,000.00 

(7) 100,000.00 
(7) 60,000.00 
(3) 3,000.00 
(2) 7,000.00 

400,000.00 

77,000.00 


487,000.00 

160,000.00 

170,000.00 

477,000.00 


♦Red. 


Kg. 72 
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so that Company A’s investment in Company B’s stock now stands 
at $170,000.00. See Fig. 72. 


Key to eliminations: 

(7) Capital Stock 

Surplus 

Goodwill 

Capital Stock of Company B 

To eliminate interest of Company A in Company B (700 per cent). 

(2) Loan from Company B 

Loan to Company A 

To eliminate intercompany loan. 

(5) Surplus 

Merchandise 

To eliminate intercompany profit in inventory of merchandise. 


100,000.00 

50.000. 00 

70.000. 00 

170,000.00 

7,000.00 

7,000.00 

3,000.00 

3,000.00 


Company B has paid no dividends since date of affiliation. It 
has, however, frequently made loans to Company A, and at 
December 31, 19 — , Company B owes Company A $7,000.00. 

During the 4-year period since date of affiliation Company A 
has frequently sold goods to Company B. Most of these goods have 
been sold in turn by Company B to the public, but on December 31, 

19 — , there is in Company B’s inventory $10,000.00 of merchandise 
purchased from Company A. Company A’s gross profit on the sale 
of this merchandise to Company B was $3,000.00. 

Of Company B’s surplus $10,000.00 was acquired before affilia- 
tion and $50,000.00 acquired since aflfiliation has been taken up on 
Company A’s books, hence all is eliminated. $10,000.00 is added 
to goodwill because Company A paid that amount in excess of book 
value for Company B’s stock. 

Case 2. Company A owns 80 per cent of the capital stock of ' 
Company B, which it purchased on December 31, 19 — , for 
$96,000.00, which was $8,000.00 more than its book value. At 
that date Company B’s outstanding stock was $100,000.00 and its 
surplus was $10,000.00. 

The balance sheets of companies A and B are to be consolidated 
as at December 31, 19 — . During the four years since Company A 
acquired control of Company B, Company B has added $50,000.00 
to its surplus. Company A has not taken up on its books any part of 
this surplus earned by Company B since affiliation. 
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Company B has paid no dividends since date of affiliation. It 
has, however, frequently made loans to Company A, and at 
December 31, 19 — , there is in Company A’s inventory $10,000.00 
of merchandise bought from B at a profit of $3,000.00 to B. 

Working Paper 


To Consolidate Balance Sheets as at December 31, 19 — 



Company A 

Company B 

Eliminations 

Consolidated 
Balance Sheet 

Assets 

Slock of Company B (80 per 

cent) 

Loan to Company A 

Merchandise 

Goodwill ... * 

Other Assets 

96.000. 00 

241,000.00 

30.000. 00 

7,000.00 

90.000. 00 

63.000. 00 

(7) 96,000.00 

(2) 7,000.00 

(3) 2,400.00 
(1) 8,000.00* 

328,600.00 

38.000. 00 

63.000. 00 


367,000.00 

160,000.00 

97,400.00 

429,500.00 

Uahiliiies and Net Worth 
Capital Stock 

300,000.00 

100,000.00 

(7) 80,000.00 

{300,000.00 
\ 20,000.00 

Surplus 

Loan from Company B 

60,000.00 

7,000.00 

60,000.00 

(1) 8,000.00 
{3) 2,400.00 
(2) 7,000.00 

97,600.00 

12,000.00 


367,000.00 

160,000.00 

97,400.00 

429,600.00 


*Rtd. Fig. 73 


Key to eliminations: 

(7) Capital Stock 

Surplus 

Goodwill 

Capital Stack of Company B 

To eliminate interest of Company A in Company B (SO per cent). 

(2) Same as in Case 1 above. 

(3) Surplus 

Merchandise 

To eliminate majority interest {SO per cent) in intercompany profit 
in inventory. 


80,000.00 

8,000.00 

8,000.00 

96,000.00 


2,400.00 

2,400.00 


Of Company B’s surplus at date of affiliation ($1 0,000.00) 80 per 
cent is eliminated; the balance ($2,000.00) belongs to the minority. 
Of Company B’s surplus acquired since affiliation ($50,000.00) 
20 per cent belongs to the minority. Company A’s interest in 
Company B’s surplus at date of affiliation is eliminated. This is 
$8,000.00. $8,000.00 is added to goodwill because Company A 
paid that amount in excess of book value for Company B’s stock. 



Chapter 13 

COMPARATIVE STATEMENTS— 
ANALYSIS 


Limitations of Accounting Period. The accounting period, 
whether it be one month or one year, has certain limitations It is 
limited as to its indication of trends, (a) over long periods of time, 
{b) within the current period. 

The shortcomings mentioned under {a) may be remedied by 
means of comparative statements. 

The shortcomings mentioned under {b) are not so easily cor- 
rected, except where the accounting period can be subdivided into 
shorter periods, as the year into months, the month into weeks, the 
week into days, and so on. Practical difficulties usually render 
unprofitable the employment of an accounting period of less than 
one month’s duration. 

A material defect in the month, as now used, is its variation in 
length, from 28 to 31 days, which makes it less desirable as a basis 
of comparison. The adoption of the natural business year of thirteen 
months of equal duration would remedy this defect. Until this is 
done it will be necessary to assume the various months equal in 
point of time. 

Periods To Be Covered. In this chapter the month or the year 
will be regarded as the suitable unit of comparison. The question 
then arises, how many months or years must be employed as a basis 
of comparison^ The answer varies, according to the requirements. 
The Securities and Exchange Aet shows a preference for a 3-year 
period, when presenting a eomparative statement of earnings, 
expenses, and fixed charges. 

Some companies, in their annual reports, present profit and loss 
statements in comparative form from the beginning, or from the 
beginning of their present form of organization. 

202 
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Comparative Statements — Analysis 


How Comparisons Are Expressed. Where values are involved, 
comparisons may be expressed in the following ways' (1) absolute 
sums, (2) percentages, (3) ratios. 

If the gross sales of a concern amount to $100,000 00 one year 
and $150,000 00 the next year, the three ways of expressing this 
comparison mentioned above are illustrated in Fig. 74: 


r 

2 

3 


GROSS SALES OF X CONCERN 


Plan of Comparison 

First Year 

Next Year 


100,00300 

150,00000 


100 pet ^ent 

150 per cent 

Fig 74 

1 

15 


Frequently two or all of these plans are combined, by presenting 
the profit and loss statement and balance sheet in usual form, singu- 
larly or in comparative arrangement; then expressing, in juxtaposi- 
tion, such percentages and ratios as will assist in the work of 
interpretation. 

What Statements Should Be Shown. The extent to which state- 
ments should be expressed in comparative form depends on circum- 
stances. There exist certain physical limitations to the reproduction 
of data in comparative form. Those statements which most clearly in- 
dicate trends should therefore be selected. The following are typical: 

1 Balance sheet 

2 Profit and loss statement 

3 Statement of cost of goods manufactured and sold 

4. Schedules of expenses. 

a) Manufacturing 

b) Selling 

c) Administrative 

d) Financial 


Flans of Expressing Ckimparisons. The variation between like 
items may be expressed in absolute amount and in a percentage of 
increase or decrease, or it may be expressed as a percentage only 
Suppose net sales to be $10,000.00 one year and $12,000.00 the next 
year. These figures may be compared in two ways, thus: 


Sales 1st Year 
10,00000 


First Method 

Sales 2d Year 

12,000.00 


Percentage Increase 
or Decrease* 

20 
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Second Method 

, , Amount of Increase Percentae-e 

Sales 1st Year Sales 2d Year Decrease* or Deere “e* 

10,000.00 12,000.00 2,000.00 20 

The second plan may be varied, as follows: 

„ , , c I Increase or Decrease * 

Sales 1st Year Sales 2d Year Amount Per Gent 

10,000.00 12,000.00 2,000.00 20 

Sometimes it is desired to show the variation in percentages. 
Thus, the statement of profit and loss is frequently set up by ex- 
pressing the absolute amounts in the usual way, then showing all 
important items therein as percentages based on net sales taken as 
1 00 per cent. The variation is shown by expressing the increase or 
decrease in percentages, with or without expressing it in dollars and 
cents. Thus, if, in a given year, net sales amount to $15,000.00, and 
cost of sales to $11,000.00, resulting in a gross profit of $4,000.00, 
the facts may be shown as follows: 

Percentage 

Ket Sales 15,000.00 100.00 

Less Cost of Goods Soli 11,000.00 73.33 

Gross Profit 4,000.00 26.67 

Assume that for the next year the facts are as shown below: 

Percentage 

JVat Sales 17,000.00 100.00 

Less Cost of Goods Sold 15,000.00 SS.235 

Gross Profit 2,000.00 11.765 

The results for the two years may now be compared by showing 
the increase or decrease in per cents, thus: 



1st Year 

Per^ 

centage 

2d Year 

Per- 

centage 

Increase or 
Decrease * in 
per Cent 

J^ei Sales 

Less Cost of Goods Sold. . . 

. 15,000.00 

. IlflOO.OO 

100.00 

73.3333 

17.000. 00 

15.000. 00 

100.00 

88.2352 

14.0019 

Gross Frofit 

. 4,000.00 

26.6666 

2,000.00 

11.7647 

14.9019* 
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Forms of Comparative Balance Sheet. Below are shown two 
forms of comparative balance sheets, the balance sheets compared 
being the same. 

The Godfrey Company 

Comparative Balance Sheet 


Assets 


Dec. 31 





19— 

19— 

Decrease 

Increase 

Cash 


$ 3,000.00 

* 4,000.00 


*1,000.00 

Accounts Receivable 


17,000.00 

19,000.00 


2,000,00 

Merchandise Inventory. . . . 


21,000.00 

23,000.00 


2,000.00 

Prepaid Insurance 


800.00 

400.00 

S 400.00 


Investments 

Land 

Building and Machinery. . . 


6,000.00 

12,000.00 

19,000.00 

• 7,000.00 
12,000.00 
19,000.00 


1,000.00 

Furniture and Fixtures. . . . 


3,000.00 

3,500.00 


500.00 

Delivery Equipment 

Goodwill 


3,300.00 

10,000.00 

*95,100.00 

4,000.00 

10,000.00 

*101,900.00 


700.00 

Nit Increase in Assets 

— 



6,800.00 

*7,200.00 

*7,200,00 

Liabilities and Net Worth 

Accounts Payable 


*12,000.00 

* 11,000.00 

*1,000.00 


Notes Payable 


5,000.00 

4,000.00 

1,000.00 


Bank Loan 


4,000.00 

5,000.00 


*1,000.00 

Accrued Taxes 


300.00 

250.00 

50.00 


Accrued Wages 

Mortgage on Land and Building 
Reserve for Depreciation on 

800.00 

6,000.00 

700.00 

6,000.00 

100.00 


Building and Machinery. 
Reserve for Depreciation 

on 

4,000.00 

4,500.00 


500.00 

Furniture and Fixtures , , 
Reserve for Depreciation 

on 

800.00 

1,000.00 


200.00 

Delivery Equipment 

Capital Stock 


700.00 

50,000.00 

900,00 

50,000.00 


200.00 

Surplus 


11,500.00 

*95,100.00 

18,550.00 

*101,900.00 


7,050.00 

Net Increase in Liabilities and Net 

Worth 

Fig. 75 


6,800,00 

*8,950.00 

*8,950,00 


Comment on Foregoing Form. This form of comparative 
balance sheet is subject to the criticism that it shows no classification 
of assets and liabilities, hence renders difficult comparisons which a 
comparative balance sheet should make easy. Changes are shown 
only in dollars, no percentages being employed. Such a balance 
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sheet may be made the basis of a statement of funds derived and 
applied, which will be explained later. Instead of using two columns 
to show increases and decreases in dollars, one column may be used, 
decreases being indicated by an asterisk (*). This leaves the last 
column for showing percentages of increase and decrease. This 
variation in form is illustrated below (Fig. 76): 


The Godfrey Company 
Comparative Balance Sheet 


Assets 

Dec. 31 

Dec. 31 

Increase or 

decrease* 

19— 

19— 

Amount 

Per Cent 

Gash 

J 3,000.00 

$ 4,000.00 

$1,000.00 

33.33 

Accounts Receivable 

17,000.00 

19,000.00 

2,000.00 

11.77 

Merchandise Inventory. ..... 

21,000.00 

23,000.00 

2,000.00 

9.52 

Prepaid Insurance 

800,00 

400.00 

400.00* 

50.00* 

Investments 

6,000.00 

7,000.00 

1,000.00 

16.66 

Land 

12,000.00 

12,000.00 



Building and Machinery 

19,000.00 

19,000.00 



Furniture and Fixtures 

3,000.00 

3,500.00 

500.00 

16.66 

Delivery Equipment 

3,300.00 

4,000.00 

700,00 

21.21 

Goodwill 

10,000.00 

10,000,00 




$95,100.00 

$101,900.00 

$6,800.00 

7,15 

Liabilities and Net Worth 





Accounts Payable 

$12,000.00 

$ 11,000.00 

$1,000,00* 

8.33* 

Notes Payable 

5,000.00 

4,000,00 

1,000.00* 

20,00* 

Bank Loan 

4,000.00 

5,000.00 

1,000.00 

25.00 

Accrued Taxes 

300.00 

250.00 

50,00* 

16.66* 

Accrued Wages 

800,00 

700.00 

100.00* 

12.50* 

Mortgage on Land and Build- 





ing 

6,000.00 

6,000.00 



Reserve for Depreciation on 





Building and Machinery. . . 

4,000.00 

4,500.00 

500,00 

12.50 

Reserve for Depreciation on 





Furniture and Fixtures .... 

800.00 

1,000.00 

200.00 

25.00 

Reserve for Depreciation on 





Delivery Equipment 

700.00 

900.00 

200.00 

28.57 

Capital Stock 

50,000.00 

50,000.00 



Surplus 

11,500.00 

18,550.00 

7,050.00 

61.30 


$95,100.00 

$101,900.00 

$6,800.00 

7.15 


Fig. 76 


Comment on Foregoing Form. This plan has the advantage of 
showing changes in percentages, which express relationships in an 
understandable way. It is, however, subject to the same limitations 
as the preceding illustration as regards classification of assets and 
liabilities. The form shown in Fig. 78 avoids this limitation. 
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Form of Comparative Profit and Loss Statement. In preceding 
pages the manner of showing relative gross profit was illustrated. 
This same plan may be applied to the complete statement of profit 
and loss for two or more periods, as shown below (Fig. 77): 

The Godfrey Company 

Comparative Statement of Profit and Loss 



19- 

- 

19- 

- 

Percentage 


Amount 

Percentage 


Percentage 

Increase or 


J^et Sales 


Net Sales 

Decrease * 

Gross Sales 

$183,200.00 

102,0158 

$197,313.00 

101.2313 


.7845* 

Less Returns and Allow- 







ances 

3,620.00 

2 0158 

2.400.00 

1.2313 


7845* 

Net Sales 

$179,580.00 

100.0000 

$194,913.00 

100.0000 


,0000 

Less Cost of Goods Sold 

127,318.00 

70.8977 

112,320.00 

57.6257 

13 

2720 

Gross Trading Profit . . . 

$ 52,252.00 

29 , 1023 

$ 82,593.00 


13 

2720 

Less Operating Expense 

26,130.00 

14.5506 

43,000.00 

22.0611 

7 

,5105 

Net Trading Profit .... 

$ 26,132.00 

14.5517 

$ 39,593.00 

20.3132 

5 

,7615 

Add Interest Income . . . 

936.00 

.5212 

500.00 

.2565 


,2647* 


$ 27,068.00 

15.0729 

$ 40,093.00 

20.5697 

5 

,4968 

Less Financial Expenses 

430.00 

.2391 

620.00 

.3181 


,0790 

Net Profit for Year. . . . 

$ 26,638.00 

14.8338 

$ 39,473.00 

20.2516 

5 

4178 


Fig. 77 


Comments on the Form in Fig. 78. Tlris arrangement has the 
advantage of showing changes in significant group totals, thus 
making possible certain important comparisons. Percentages of in- 
crease or decrease shown here but not in the preceding illustration 
are indicated in parentheses. Total current assets increased 1 1 per 
cent, whereas total current liabilities decreased 5.2 per cent. Trends 
are thus indicated by significant groups. 

Comparative Statement of Cost of Goods Manufactured and 
Sold. The form for the comparative statement of cost of goods 
manufactured and sold is the same as for the comparative statement 
of profit and loss, of which it is merely a part, but displayed 
separately to permit the presentation of the statement of profit and 
loss in condensed form. On page 210, the form (Fig. 79) of compar- 
ative statement of cost of goods manufactured and sold shows 
percentages based on net sales as 100 per cent, also the increases and 
decreases in percentages based on net sales. 
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The Godfrey Company 
Comparative Balance Sheet 



Dec. 31 

Dec. 31 

Increase or 

Decrease^ 


19— 

19— 

Amount 

Per Cent 

Current Assets: 





Gash 

$ 3,000.00 

5 4,000.00 

51,000.00 

33 33 

Accounts Receivable 

17,000.00 

19,000.00 

2,000.00 

11 65 

Merchandise Inventory . . . 

21,000.00 

23,000.00 

2,000.00 

9.52 

Prepaid Insurance 

800.00 

400.00 

400.00 * 

50 00* 

Total Current Assets .... 

541,800.00 

5 46,400.00 

$4,600.00 

(11.00) 

Jnvesimenis 

6,000.00 

7,000.00 

1,000.00 

16.66 


547,800.00 

5 53,400.00 

$5,600.00 


Fixed Assets: 





Land * . 

512 , 000.00 

5 12,000.00 



Building and Machinery. . . 

19,000.00 

19,000.00 



Furniture and Fixtures . . . 

3,000.00 

3,500.00 

500.00 

16.66 

Delivery Equipment 

3,300.00 

4,000.00 

700.00 

21.21 

Total Fixed Assets ... . 

537,300.00 

5 38,500.00 

51,200.00 

(3.21) 


585,100.00 

5 91,100.00 

56,800.00 


Goodwill 

10,000.00 

10,000.00 




595,100.00 

5101,900.00 

56,800.00 

7.15 


Fig. 78 
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The Godfrey Company 
Comparative Balance Sheet 


Ltabilities 

Dec. 31 

Dec. 31 

Increase or 

Decrease * 

19— 

19— 

Amount 

Per Cent 

Current Liabilities; 

Accounts Payable 

$12,000.00 

$ 11,000.00 

$1,000.00* 

8 33* 

Notes Payable 

5,000.00 

4,000.00 

1,000.00* 

20 00* 

Bank Loan 

4,000.00 

5,000.00 

1,000.00 

25.00 

Accrued Taxes 

300.00 

250.00 

50.00* 

16 66* 

Accrued Wages 

800.00 

700.00 

100.00* 

12.50* 

Total Current Liabilities 

$22,100.00 

$ 20,950.00 

$1,150.00 

(5.20) 

Fixed Liabilities: 

Mortgage on Land and 
Building 

Total Liabilibes . . . 

$ 6,000.00 

$28,000.00 

$ 6,000.00 

$ 26,950.00 

$1,150.00 

(4.09) 


Reserves: 





Depreciation on Building 





and Machinery 

$ 4,000.00 

$ 4,500.00 

$ 500.00 

12.50 

Depreciation on Furniture 





and Fixtures 

800.00 

1,000.00 

200.00 

25.00 

Depreciation on Delivery 





Equipment 

700.00 

900.00 

200.00 

28.57 

Total Reserves 

$ 5,500.00 

$ 6,400.00 

$ 900.00 

(16.36) 


$33,600.00 

$ 33,350.00 

$ 250.00* 


Net Worth; 





Capital Stock 

$50,000.00 

$ 50,000.00 



Surplus 

11,500.00 

18,550.00 

$7,050.00 

61.30 


$95,100.00 

$101,900.00 

$6,800.00 

7.15 


Fig. 78 
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The Godfrey Company 

Comparative Statement of Cost of Goods 
Manufactured and Sold 



19- 

- 

19- 

- 

Percentage 
Increase or 


Amount 

Percentage 

Amount 

Percentage 


MJg. Cost 

MJg. Cost 

Decrease * 

Raw Material Pur- 






chased 

$ 67,300.00 

52.2922 

$ 62,300.00 

49.6731 

2.6191’' 

Add Inventory, Jan. 1 . . 

30,400.00 

23 6208 

28,120.00 

22 4207 

1.200T* 


$ 97,700.00 

75.9130 

$ 90,420.00 

72.0938 

3.8192* 

Less Inventory, Dec. 31. 

33,700.00 

26.1849 

30,100.00 

23.9994 

2.1855* 

Materials Put in Process 

S 64,000.00 

49.7281 

$ 60,320.00 

48.0944 

i.ess?"* 

Manufacturing Expense 

33,100.00 

25.7187 

36,000.00 

28.7036 

2.9849 

Direct Labor 

34,200.00 

26.5734 

32,100.00 

25.5940 

.9794* 

Goods in Process, Jan. 1 

10,500.00 

8 1585 

11,620.00 

9.2648 

1.1063 


$141,800.00 

110.1787 

$140,040.00 

111.6568 

1.4781 

Less Goods in Process, 






Dec. 31 

13,100.00 

10 1787 

14,620.00 

11.5668 

1.4787 

Cost of Goods Manufac- 
tured 

Finished Goods Inven- 

$128,700.00 

100.0000 

$125,420.00 

100.0000 

0.0000 

tory, Jan. 1 

16,200.00 

12.5874 

4,200.00 

3.3487 

9.2387* 


$144,900.00 

112.5874 

$129,620.00 

103.3487 

9.2387* 

Less Finished Goods In- 






ventory, Dec. 1 

17,582.00 

13.6612 

17,300.00 

13 7937 

.1325 

Cost of Goods Sold. . . . 

$127,318.00 

98.9262 

$112,320.00 

89.5550 

9.3712* 


Fig. 79 


A. Manufacturing Expenses, 


The Godfrey Company 

Comparative Statement of Manufacturing Expenses 



19- 

- 

19- 

- 

Percentage 
Increase or 
Decrease * 

Cost of Goods Manufac- 
tured 

Amount 

$128,700.00 

Percentage 
Mfg, Cost 

100.0000 

Amount 

$125,420,00 

Percentage 
Mfg, Cost 

100.000 

Heal, Light, and Power 

$ 4,200.00 

3,2634 

$ 5,222.00 

4,1636 

.9002 

Indirect Labor 

16,312.00 

12.6744 

18,900.00 

15.0694 

2,3950 

Taxes 

3,000.00 

2.3310 

3,000.00 

2 . 3920 

.0610 

Insurance 

720.00 

.5594 

720.00 

.5741 

.0147 

Repairs 

Depreciation on Build- 

1,900.00 

1.4763 

2,100.00 

1.6744 

.1981 

ing and Machinery. , 

4,000.00 

3.1080 

4,000.00 

3.1893 

.0813 

Tools 

1,200.00 

.9324 

1,130.00 

.9010 

.0314* 

Supplies 

1,766.00 

1.3737 

* 928.00 

.7399 

.esse* 


$ 33,100.00 

25.7186 

S 36,000.00 

28.7037 

2.9851 


Fig. 80 
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B. Selling Expenses. 


The Godfrey Company 

Comparative Statement of Selling Expenses 



19- 

- 

19- 

- 

Percentage 
Increase or 
Decrease * 

Net Sales 

Amount 

8179,580.00 

Percentage 
Net Sales 

100.0000 

Amount 

$194,913.00 

Percentage 
Net Sales 

100.0000 

Commissions 

8 4,200.00 

2.3388 

8 7,312.00 

3,7514 

1.4126 

Travel Expense 

2,120.00 

1 . 1805 

3,600.00 

1.8470 

.6665 

Salaries 

5,092.00 

2.8355 

11,228.00 

5,7605 

2.9250 

Advertising 

2,700.00 

1.5035 

3,200.00 

1.6418 

.1383 


8 14,112.00 

7.8583 

8 25,340.00 

13.0007 

5.1424 

Fig. 81 

C. Administrative Expenses. 

The Godfrey Company 

Comparative Statement of Administrative Expenses 


19- 

- 

19- 

- 

Percentage 
Increase or 
Decrease * 

Net Sales 

Amount 

$179,580.00 

Percentage 
Xei Sales 
100.0000 

'Amount 

$194,913.00 

Percentage 
Net Sales 

100.0000 

Office Salaries 

8 9,000.00 

5.0117 

8 14,000.00 

7,1827 

2.1710 

Stationery and Printing 

1,214.00 

.6760 

1,900.00 

.9748 

.2988 

Office Supplies 

879.00 

.4895 

512.00 

.2627 

.2268* 

Depreciation 

625.00 

.3480 

625.00 

,3207 

.0273* 

Telephone and Tele- 
graph 

300.00 

.1671 


,3196 

.1525 


8 12,018.00 

6.6923 

8 17,660.00 

9.0605 

2.3682 


Fig. 81A 


Comparative Expense Schedules. Comparative schedules of 
manufacturing, selling, and administrative expenses should be 
thrown into the same form for a given concern. These are illustrated 
in Figs. 80, 81, and 81A. 
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Analysis of Percentages and Ratios 

Meaning of Analysis. The interpretation of data supplied by 
accounts, when placed on a quantitative basis, is termed analysis 
Through observation, comparisons may be made and mental note 
made thereof; but analysis in the strict sense requires that both the 
facts and the comparisons and conclusions based on the facts be 
reduced to accurate written statements. 

Financial statements most suitable for purposes of analysis are 
those which: (1) are based on a correct classification of accounts; 
(2) have been correctly adjusted for the various valuation factors — 
depreciation, bad debts, and so on; (3) have been audited by inde- 
pendent public accountants. Any inaccuracy in the basic data 
results in corresponding inaccuracies in the conclusions based on 
their analysis. 

Basic Data. The facts used in making comparisons and drawing 
conclusions may be termed the basic data of analysis. The possi- 
bilities of analysis are limited by the nature and accuracy of the 
basic facts. 

Financial statements which reflect incorrect classifications of 
assets, liabilities, income, and expenses are of little or no value for 
purposes of analysis. 

Character of Basic Data. The analyses to be considered in this 
chapter are made on data found in the balance sheet and statement 
of profit and loss, or on data which serves to amplify information 
found in these two statements. 

As to the balance sheet, analysis may be based on percentages 
or ratios, or both, derived from a single balance sheet, or it may be 
based on percentages and ratios derived from comparative balance 
sheets. 

As to the statement of profit and loss, analysis may be based on 
percentages or ratios, or both, derived from a single profit and loss 
statement; or it may be based on percentages or ratios or both, 
derived from comparative profit and loss statements. The same 
comments apply to component parts of the statement of profit and 
loss, such as statements of cost of goods manufactured and sold and 
schedules of expenses: (1) manufacturing expenses, (2) selling 
expenses, (3) administrative expenses, (4) financial expenses. 
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Outline of Analyses. The analyses to be made on the basis 
of this data will be explained in accordance with the following 
outline. 

The student will find it a good exercise to refer to current 
corporation reports, applying thereto the principles of analysis 
explained in following pages. 

PERCENTAGES 


A Single balance sheet 

Case 1. Significant percentages, as follows: 

a) Percentage of each item to total of its group, as, for example, 
percentage of accounts receivable to total current assets, 
percentage of delivery equipment to total fixed assets; and 
so on See Fig 82. 

i) Percentage of current assets to current liabilities (frequently 
expressed in ratio form and termed the current or working 
capitcil ratio). 

c) Per cent of net worth to total liabilities. 

d) Per cent of each valuation reserve to its corresponding asset. 

B. Single statement of profit and loss 

Case 2. Significant percentages, as follows: 

a) Percentage of each item to net sales. See Fig. 83. 

Case 3. Percentage of each item found in statement of cost of goods manu- 
factured and sold to cost of goods manufactured See Fig. 84. 

Case 4. Percentage of each item found m manufacturing expense schedule 
to. 

a) Cost of goods manufactured. See Fig. 85. 
i) Total of the schedule 

Case 5. Per cent of each item in selling expense schedule to: 

a) Net sales. See Fig. 86. 

b] Total of the schedule 

Case 6. Percent of each item in administration expense schedule to: 
d) Net sales. See Fig. 87. 
b) Total of the schedule 

C Comparative balance sheet 

Case 7. Increase or decrease in each item shown in amounts and in per- 
centages. See Fig. 88. Note: The comparative balance sheet, with 
increases and decreases shown in amounts (dollars and cents), 
serves as the starting point for the setting up of a statement of funds 
derived and applied. Tiiis important method of analysis is given 
detailed consideration in Chapter 14. 
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D, Comparative statement of profit and loss 

Case 8. Increase or decrease in each item in statement and expense 
schedules listed below, the increase or decrease in each case being 
expressed as the variation in percentages, computed on either; 

(1) Cost of goods manufactured, or 

(2) Net sales. 

a) Statement of cost of goods manufactured and sold 

b) Schedule of manufacturing expenses 

c) Schedule of selling expenses 

d) Schedule of administrative expense 

The Godfrey Company 


Balance Sheet 

as at December 31, 19 — 
Assets 


Cun ml Assets: 



Per Cent 

Cash 

$ 3,000.00 


7.2 

Accounts Receivable 

17,000.00 


40.6 

Merchandise Inventory 

21,000.00 


50.3 

Prepaid Insurance 

BOO.OO 


1,9 

Total Current Assets 


$ 41,800.00 

100.0 

Investments 


6,000.00 

100.0 

Ft ved Assets: 




Land . 

.... $12,000.00 


32.2 

Building and Machinery 

19,000.00 


50.9 

Furniture and Fixtures 

3,000.00 


8,0 

Delivery Equipment 

3,300.00 


8.9 

Total Fixed Assets 


37,300,00 

100.0 

Goodwill 


24,138.00 

100.0 


238.00 

Fig. 82 
RATIOS 

A. Balance sheet only (static ratios) ; 

1) Current ratio (same as Case lb above) 

2) Net worth to debt ratio 

3) Net worth to fixed assets ratio 

4) Merchandise to receivables ratio 

5) Cash and receivables to current debt ratio (acid test) 
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B. Balance sheet and statement of profit and loss (dynamic ratios); 

1) Net profit to net worth 

2) Net profit to total assets 

3) Cost of sales to average inventory (merchandise turnover) 

4) Sales to total assets (total capital turnover) 

5) Sales to receivables 

6) Sales to merchandise 

7) Sales to fixed assets 

8) Sales to net worth 

The Godfrey Company 


Balance Sheet 

as at December 31, 19 — 
Liabilities 


Current Liabilities: 

Accounts Payable 

$12,000.00 


Per Cent 

54 3 

Notes Payable 

5,000.00 


22.6 

Bank Loan 

4,000.00 


18.1 

Accrued Taxes 

300.00 


1.4 

Accrued Wages 

800.00 


3.6 

Total Current Liabilities 


$ 22,100.00 

100.0 

Fixed Liabilities: 

Mortgage on Land and Building 


6,000.00 

100.0 

Reserves: 

Depreciation on Buildings and Machinery . 

$ 4,000.00 


72.7 

Depreciation on Furniture and Fixtures . . . 

800.00 


14.6 

Depreciation on Delivery Equipment 

700.00 


12 7 

Total Reserves 


5,500.00 

100,0 

Ml Worth: 

Capital Stock 

$50,000.00 


65.2 

Surplus 

26,638.00 


34.8 

Total Net Worth 


76,638.00 

100.0 


$109,238.00 


Fig. 82 

PERCENTAGE ANALYSIS ILLUSTRATED 

Case 1. Percentages based on single balance sheet. 

a) Percentage of each item to total of its group; 
i) Percentage of current assets to current liabilities; 

$41,800 ^ $22,100 = 189.1 per cent 
c) Percentage of net worth to total liabilities; 

$76,638 -h $28,100 = 272.7 per cent 
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d) Percentage of each valuation reserve to its corresponding asset' 

(1) Building and machinery (4,000-7-19,000) is 21.5 per cent 

(2) Furniture and fixtures ( 800 -r 3,000) is 26.6 per cent 

(3) Delivery equipment ( 700-t- 3,300) is 21.2 per cent 

Case 2. Percentage of each item to net sales. 


The Godfrey Company 
Statement of Profit and Loss 


Year Ended December 31, 19 — 

Percentage 



of Net Sales 

Gross Sales 

S183, 200.00 

102.0158 

Less Returns and Allowances 

3,620.00 

2.0158 

Net Sales 

179,580.00 

100. OOM 

Less Cost of Goods Sold 

127,318.00 

70.8977 

Gross Trading Profit 

52,262.00 

29.1023 

Less Operating Expenses 

26,130.00 

14.5506 

Net Trading Profit 

26,132.00 

14.5517 

Add Interest Income 

936.00 

.5212 


27,068.00 

15.0729 

Less Financial Expenses 

430.00 

.2391 

Net Profit for Year 

$ 26,638.00 

14.8338 


Fig. 83 


Case 3. Percentage of each item in statement of cost of goods manufactured 
and sold to cost of goods manufactured. 


The Godfrey Company 

Statement of Cost of Goods Manufactured and Sold 


Year Ended December 31, 19 — 

Percentage 



of Mfg, Cost 

Raw Material Purchased 

... $ 67,300.00 

52.2922 

Add Inventory, Jan. 1 

30,400.00 

23.6208 


97,700.00 

75.9130 

Less Inventory, Dec. 31 . 

33,700.00 

26.1849 

Material Put in Process 

64,000.00 

49.7281 

Manufacturing Expense 

33,100.00 

25.7187 

Direct Labor 

34,200.00 

26.5734 

Goods in Process, Jan. 1 

10,500,00 

8.1585 

Cost of Goods in Process 

141,800.00 

110.1787 

Less Goods in Process, Dec. 31 

13,100.00 

10.1787 

Cost of Goods Manufactured 

128,700.00 

100.0000 

Add Finished Goods Inventory, Jan. 1 

16,200.00 

12.5874 


144,900.00 

112.5874 

Less Finished Goods Inventory, Dec. 31 

17,582.00 

13.6612 

Cost of Goods Sold 

. . . $127,318.00 

98.9262 


Fig. 84 
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Case 4. Percentage of each hem in manufacturing expense schedule to: 

a) Cost of goods manufactured 

b) Total of the schedule 


The Godfrey Company 
Schedule of Manufacturing Expenses 

Year Ended December 31, 19 — 


Cost of Goods Manufactured 

. . $128,700.00 

Percentage of 
Manufacturing 
Cost 

100.0000 

Percentage of 

SS3fOO.OO 

Heat, Light, and Power 

5,400.00 

4.1958 

16.3142 

Indirect Labor 

16,312.00 

12.6744 

49.2809 

Taxes 

3,000.00 

2.3310 

9.0634 

Insurance, 

720.00 

.5594 

2.1752 

Repairs 

1,900.00 

1.4763 

5.7401 

Depreciation — ^Building 

4,000.00 

3.1080 

12.0846 

Tools 

1,768.00 

1.3737 

5.3415 


$ 33,100.00 

25.7186 

100.0000 


Fig. 85 


Case 5. Percentage of each item in selling expense schedule to; 

a) Net sales 

b) Total of the schedule 

The Godfrey Company 

Schedule of Selling Expenses 


Year Ended December 31, 19 — 




Percentage of 
J^et Sales 

Percentage of 

Net Sales 

$179,580.00 

100.0000 

$14,112.00 

Commissions 

$ 4,200.00 

2,3388 

29.7548 

Travel Expense 

2,120.00 

1.1805 

15.0226 

Salaries 

5,092.00 

2.8355 

36.0820 

Advertising . 


1 . 5035 

19.1326 


$ 14,112.00 

7.8583 

100.0000 


Fig. 86 


Case S. Percentage of each item in administrative expense schedule to: 
a) Net sales 

i) Total of the schedule 
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The Godfrey Company 
Schedule of Administrative Expenses 


Year Ended December 31, 19 — ■ 


Net Sales 

. . . $179,580.00 

Percentage of 
Met Sales 

100 0000 

Pmerdage oj 

12,05100 

Office Salaries 

. . $ 9,000.00 

5.0117 

74 8^ 

Stationery and Printing . . . . 

1,214.00 

.6760 

10.1015 

Office Supplies 

. . 879.00 

4895 

7.3140 

Depreciation ... 

625.00 

.3480 

5.2005 

Telephone and Telegraph 

300.00 

.1671 

2.4962 


$ 12,018.00 

6 6923 

100 oooo 


Fig. 87 

Case 7. Increase or decrease in each item in comparative balance sheet shown 
in amounts and in percentages. 


The Godfrey Company 
Comparative Balance Sheet 


Assets 

Vfc. 31 
19— 

Dec. 31 
19— 

Increase or Decrevi* 
Amount Pit Cent 

Gash 

$ 3,000.00 

$ 4,000.00 

$1,000.00 

33,33 

Accounts Receivable 

17,000.00 

19,000.00 

2,000.00 

11.65 

Merchandise Inventory 

21,000 00 

23,000.00 

2,000.00 

9 52 

Prepaid Insurance 

800.00 

400.00 

400.00* 

50 00* 

Investments 

Land 

Building and Machinery 

6,000.00 

12,000.00 

19,000.00 

7,000.00 

12,000.00 

19,000.00 

1,000.00 

16 66 

Furniture and Fixtures 

3,000.00 

3,500.00 

500.00 

16 66 

Delivery Equipment 

Goodwill 

Liabilities 

3,300.00 

24,138.00 

$109,238.00 

4,000.00 

24,138.00 

$116,038.00 

700.00 

21 21 

Accounts Payable 

$ 12,000.00 

$ 11,000,00 

$1,000,00* 

8 33* 

Notes Payable 

5,000.00 

4,000.00 

1,000,00* 

20 00* 

Bank Loan 

4,000.00 

5,000.00 

1,000.00 

25 00 

Accrued Taxes. 

300.00 

250.00 

50,00* 

15 66* 

Accued Wages 

Mortgage on Land and Building, 
Reserve for Depreciation on 

800,00 

6,000.00 

700.00 

6,000.00 

100.00* 

12 50* 

Building 

Reserve for Depreciation on Fur- 

4,000.00 

4,500.00 

500.00 

12 50 

niture and Fixtures 

Reserve for Depreciation on De- 

800.00 

1,000.00 

200.00 

25,00 

livery Equipment 

Capital Stock 

700.00 

50,000.00 

900,00 

50,000.00 

200.00 

28 57 

Surplus 

26,638.00 

$109,238.00 

32,688.00 

$116,038.00 

6,050,00 

22 78 


Fig. 88 



Comparative Statements — Analysis 


219 


Ratio Analysis Illustrated 

Static Ratios — ^Balance Sheet Only. The following ratios are 
based on the balance sheet shown on pages 214 and 215. 

1. Current ratio, found by dividing total current assets 
($41,800.00) by total current liabilities ($22,100.00) is 1.89. This is 
the same as saying that the current ratio is 1.89 to 1. 

2. Net worth to debt ratio, found by dividing net worth 
($76,638.00) by total liabilities ($28,100.00), is 2.72. 

3. Net worth to fixed assets ratio, found by dividing net worth 
($76,638.00) by total fixed assets ($37,300. 00-$5, 500. 00 depr. 
reserves) is 1.93. 

4. Merchandise to receivables ratio, found by dividing mer- 
chandise ($21,000.00) by receivables ($17,000.00), is 1.23. 

5. Cash and receivables to current debt ratio, found by dividing 
total of cash and receivables ($20,000.00) by total current liabilities 
($22,100.00) is .90. 

This last ratio is termed the “acid test” because cash and receiv- 
ables are the only assets immediately available, or soon to become 
available, for the liquidation of current liabilities. 

Dynamic Ratios — ^Balance Sheet and Statement of Profit and 
Loss. The following ratios are based on the balance sheet shown on 
pages 214 and 215 and the statement of profit and loss shown on 
page 216. 

1. Net profit to net worth ratio, found by dividing net profit 
($26,638.00) by net worth ($76,638.00), is .35. 

2. Net profit to total assets, found by dividing net profit 
($26,638.00) by total assets ($103,738.00)* is .26. 

3. Cost of sales to average inventory (merchandise turnover) 
cannot be found from data given. Assuming average inventory to be 
$18,400.00, the desired result is secured by dividing cost of sales 
($127,318.00) by $18,400.00, which gives 6.4. 

4. Sales to total assets (total capital turnover), found by dividing 
net sales ($179,580.00) by total net assets ($103,738.00), is 1.73. 

5. Sales to receivables, found by dividing net sales ($17,580.00) 
by account receivable ($17,000.00), is 10.56. 

*Shown net, i.e , less depreciation reserves. 
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6 . Sales to merchandise, found by dividing net sales ($179, 

580.00) by net fixed assets ($37,300.00— $5,500.00) is 8.55. ' 

7. Sales to fixed assets, found by dividing net sales ($179,580.00) 
by net fixed assets ($37,300.00— $5,500.00), is 5.65. 

8. Sales to net worth, found by dividing net sales ($179,580.00) 
by net worth ($76,638.00), is 2.34. 


Interpreting Changes in Profit 

Causes of Changes in Profit. The causes of changes in net profit 
may be outlined as follows: (1) increase or decrease in net sales, (2) 
increase or decrease in cost of sales, (3) increase or decrease m 
operating expenses, (4) increase or decrease in non-operating ex- 
penses, (5) increase or decrease in non-operating income. 

The increase or decrease shown in two successive years is usually 
the result of changes in each of the first three divisions; that is, in 
comparing results in two successive years it is likely that a variation 
in net profit will be fully accounted for only by recognizing increases 
and decreases in net sales, cost of sales, and expenses. 

Changes in Unit Prices. Net sales may: (1) increase, (2) de- 
crease, (3) remain constant, and at the same time selling price per 
unit may or may not change. Usually- unit cost and unit selling 
prices are not available, so that analysis must stop with a considera- 
tion of changes in total cost of goods sold and total sales. However, 
illustrations showing analysis based on changes in unit prices will 
be given. 

Outline of Cases. The cases which follow illustrate; 

1 . Increase in sales, the percentage of cost of goods sold to sales 
remaining unchanged in each year. 

2. Decrease in sales, the percentage of cost of goods to sales 
remaining unchanged in each year. 

3. Increase in cost of goods sold, sales remaining the same in 
each year. 

4. Decrease in cost of goods sold, sales remaining the same in 
each year. 

5. Increase in sales accompanied by increase in rate of gross 
profit. 
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6. Increase in sales accompanied by decrease in rate of gross 
profit. 

7. Decrease in sales accompanied by increase in rate of gross 
profit. 

8. Decrease in sales and decrease in rate of gross profit. 

9. In 8, above, it is known that in the first year 2,700 units were 
sold, and in the second year 3,100 units were sold. 

10. Increase in sales, no change in gross profit rate. 

11. Changes in expenses of operation and in non-operating 
ineome. 

Case 1. 

The Globe Company 

Comparative Statement of Profit and Loss 
Years Ending December 31, 19 — and December 31, 19 — 



19— 



19— 


Increase or Decrease * 


Amount 

Per Cent 

Amount 

Per Cent 

Amount Per Cent 

Net Sales 

Leas Cost of 

$150,000.00 

100 

00 

$250,000 00 

100.00 

$100,000.00 

Goods Sold 

105,000 00 

70 

00 

175,000 00 

70 00 

70,000 00 

Graaa Trading 







Profit . . 

$ 45,000.00 

30 

00 

$ 75,000 00 

30 00 

$ 30,000.00 


Increase in gross trading profit is $30,000.00. 

Analyses: Increase in gross trading profit due to 

(1) increase in sales (30 per cent of $100,000.00) = 
$30,000.00 

Case 2. ^ 

(Title omitted) 



19— 


19— 


Increase or Decrease * 


Amount 

Per Cent 

Amount 

Pet Cent 

Amount Per Cent 

Net Sales 

$150,000.00 

100 00 

$100,000.00 

100 00 

$50,000 00* 

Less Cost of 

Goods Sold. . 

105,000 00 

70 00 

70,000.00 

70 00 

35,000 00* 

Gross Trading 

Profit . . 

$ 45,000 00 

30 00 

8 30,000.00 

30 00 

$15,000.00* 


Decrease in gross trading profit is $15,000.00. 

Analysis: Decrease in gross trading profit due to 

(1) decrease in sales (30 per cent of $50,000.00) = 
$15,000.00 
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Case 3. 

(Title omitted) 


19— 


19— 


Increase or DecTenfp^ 

Amount 

Per Cent 

Amount 

Per Cent 

Amount 

Per Cent 

Net Sales 5150,000.00 

100.00 

5150,000.00 

100 00 


Less Cost of 

Goods Sold.. 105,000.00 

70.00 

120,000.00 

80.00 

$15,000.00 

10.00 

Gross Trading 

Profit 5 45,000.00 

30 00 

5 30,000.00 

20 00 

$15,000.00 

10.00* 


Decrease in gross trading profit is $15,000.00. 

Analysis: Decrease in gross trading profit due to: 

(1) increase in cost of goods sold (10 per cent of 
' $150,000.00) =$15,000.00 


Case 4. 

(Tide omitted) 



19— 


19— 


Increase or Decrease* 


Amount 

Per Cent 

Amount 

Per Cent 

Amount 

Per Cent 

Net Sales 

5150,000.00 

100.00 

5150,000.00 

100.00 



Less Cost of 
Goods Sold . 

105,000.00 

70.00 

90,000.00 

60.00 

515,000.00* 

10.00* 

Gross Trading- 
Profit 

5 45,000.00 

30 00 

5 60,000.00 

40.00 

515,000.00 

10 00 


Increase in gross trading profit is $15,000.00. 

Analysis: Increase in gross trading profit due to: 

(1) decrease in cost of goods sold (10 per cent of 
$150,000.00) =$15,000.00 


Case 5. 

(Title omitted) 



19— 


19— 


Increase or Decrease* 


Amount 

Per Cent 

Amount 

Per Cent 

Amount 

Per Cent 

Net Sales .... 

5150,000,00 

100.00 

5200,000.00 

100.00 

550,000.00 


Less Cost of 

Goods Sold . 

105,000.00 

70.00 

120,000.00 

60.00 

15,000.00 

10 00* 

Gross Trading 

Profit 

5 45,000.00 

30.00 

5 80,000.00 

40.00 

535,000.00 

10 00 


Increase in gross trading profit is $35,000.00. 
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Analysis: Increase in gross trading profit due to: 

(1) increase in sales 

(30 per cent of $50,000.00) = $15,000.00 

(2) increase in rate of gross profit 

(10 per cent of $200,000.00) = 20,000.00 

$35,000.00 


Case 6. 

19— 

(Title omitted) 
19— 


Increase or Decrease* 


Amount 

Per Cent 

Amount 

Per Cent 

Amount 

Per Cent 

Net Sales 

$150,000.00 

100.00 

$200,000.00 

100.00 

$50,000.00 


Less Cost of 
Goads Sold 

105,000.00 

70.00 

160,000,00 

80.00 

55,000.00 

10.00 

Gross Trading 
Profit 

$ 45,000.00 

30.00 

$ 40,000.00 

20.00 

$ 5,000.00* 

10.00* 


Decrease in gross trading profit is $5,000.00. 

Analysis: Decrease in gross trading profit due to: 

(1) increase in sales 

(30 per cent of $50,000.00) = $15,000.00 

(2) decrease in rate of gross profit 

(10 per cent of $200,000.00) = 20,000.00* 

$ 5,000.00* 


Case 7. 

19— 

(Title omitted) 

19— 


Increase or Decrease * 


Amount 

Per Cent 

Amount 

Per Cent 

Amount 

Per Cent 

Net Sales 

$150,000.00 

100.00 

$100,000.00 

100.00 

$50,000.00* 


Less Cost of 
Goods Sold. . 

105,000.00 

70 00 

60,000.00 

60.00 

45,000.00* 

10.00 

Gross Trading 
Profit 

$ 45,000.00 

30.00 

$ 40,000.00 

40.00 

$ 5,000.00* 

10.00 


Decrease in gross trading profit is $5,000.00. 

Analysis: Decrease in gross trading profit due to : 

(1) decrease in sales 

(30 per cent of $50,000.00) = $15,000.00* 

(2) increase in rate of gross profit 

(10 per cent of $100,000.00) == 10,000.00 

$ 5,000.00 
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Case 8. 


Net Sales 

Less Cost of 
Goods Sold . 
Gross Trading 
Profit 


19— 

(Title omitted) 
19— 



Increase or Decreast’’ 

Amount 

Per Cent 

Amount 

Per Cent 

Amount Per ciUt 

$150,000.00 

100 00 

$100,000.00 

100 

00 

$50,000.00* 

105,000.00 

70 00 

80,000.00 

80 

OO 

25,000.00* 10.00 

$ 45,000 00 

30 00 

$ 20,000 00 

20 

00 

$25,000 00* 10 00* 


Decrease in gross trading profit is $25,000.00. 

Analysis: Decrease in gross trading profit due to: 

(1) decrease in sales 

(30 per cent of $50,000.00) = $15,000.00* 

(2) decrease in. rate of gross profit 

(10 per cent of $100,000.00) = 10,000.00* 

$25,000.00 


Case 9. In cases 1-8 nothing is said about changes in selling 
price and cost price of a unit. If it be assumed, in Case 1, that the 
selling price per unit in each year is $20.00, then the number 
of units sold in 19 — is $150,000.00 divided by $20.00 equals 

7.500 units; and in 19 — $250,000.00 divided by $20.00 equals 

12.500 units. 

Assume that the numbers of units sold are as follows: 

J\'o. of Units 

Tear Sold 

19— 7,500 

19— 15,000 

If total sales are as stated above, then selling prices are as 


follows: 

19— 19— 

Each unit sells for: 

In 19— ($150,000,00-;- 7,500) $20.00 

In 19— ($250,000.00-^15,000) $16.67 

Each unit costs: 

In 19— ($105,000.00-n 7,500) 14.00 

In 19— ($175,000.00-M5,000) 11 67 

Gross profit per unit $ 6.00 $ 5 00 


Increase in gross profit is $30,000.00. 



Comparative Statements — Analysis 225 

Analysis: Increase in gross profit due to: 

(1) increase in number of units sold 

(S7, 500 X $6.00) = 145,000.00 

Decrease in gross profit due to: 

(1) decrease in selling price 

($3.33X15,000) = - 50,000.00 

Increase in gross profit due to; 

(1) decrease in unit cost of goods sold 

($2.33X15,000) = 35,000.00 

$30,000.00 


Comment on Foregoing Cases. As a rule, unit cost and selling 
prices are not obtainable, so that the analysis is limited to a statement 
explaining gross profit change as a result of one or more of the 
following factors: (1) increase in sales, (2) decrease in sales, (3) in- 
crease in cost of goods sold, (4) decrease in cost of goods sold, 
(5) increase in rate of gross profit, (6) decrease in rate of gross profit. 

Changes in unit price are involved in 3, 4, 5, and 6, but cannot 
be explained, as in Case 9, either because unit cost and selling 
prices are not known, or because, if known, they differ for different 
units, so that they cannot be made the basis of further analysis. 
Note that analysis may be made of total costs and sales, ignoring 
known changes in unit prices. Thus, the following analysis is based 
on sales and cost of sales used in Case 9. 


Case 10. 



19— 

(Title 

omitted) 

19— 


Increase or Decrease * 


Amount 

For Cent 

Amount 

Per Gent 

Amount Per Cent 

Net Sales . 

$150,000.00 

100 00 

$250,000 00 

100.00 

$100,000.00 

Less Cost of 

Goods Sold. . 

105,000.00 

70 00 

175,000.00 

70.00 

70.000.00 

Gross Trading 

Profit . 

$ 45,000.00 

30.00 

$ 75,000.00 

30,00 

$ 30,000.00 


Increase in gross profit is $30,000.00. 

Analysis: Increase in gross profit due to: 

(1) increase in sales 

(30 per cent of $100,000.00) = 


$30,000.00 
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Here the increase in gross profit is ascribed entirely to increase 
in sales, in the absence of any knowledge of varying unit prices. 

Case 11. Preceding illustrations have been limited to the con- 
sideration of gross profit changes. In analyzing net profit changes 
it is necessary to consider increases and decreases in expenses. For 
this purpose it is necessary to have a complete comparative state- 
ment of profit and loss, with increases and decreases shown in per- 
centages based on net sales. The analysis which follows is based on 
the following comparative statement of profit and loss: 

The Globe Company 


Comparative Statement of Profit and Loss 

Years Ending December 31, 19 — and December 31, 19 — 


19— 


19— 


Increase or Decrease* 

Amount 

Net Sales... $150,000.00 
Less Cost of 

Goods Sold. 105,000.00 

Per Cent 

100.00 

70.00 

Amount 

$200,000.00 

120,000.00 

Per Cent 
100.00 

60 00 

Amount 

$50,000.00 

15,000,00 

Per Cent 

10.0000* 

Gross Trading 

Profit. ... $ 45,000.00 

30.00 

$ 80,000.00 

40,00 

$35,000.00 

10.0000 

Less Operating 

Expense: 

SelHng 10,000.00 

6.6667 

14,000.00 

7.00 

4,000.00 

.3333 

Administra- 
tive . . . 5,000.00 

3.3333 

4,000.00 

2.00 

1,000.00* 

1.3333* 

Total Ex- 
penses. . . $ 15,000.00 

10.0000 

$ 18,000.00 

9.00 

$ 3,000.00 

1.0000* 

J^£t Operating 

Profit » 30,000.00 

20.0000 

$ 62,000.00 

31.00 

$32,000.00 

11.0000 

Interest In- 
come 1,000.00 

0.6667 

800.00 

0 40 

200.00* 

.2667* 

Net Profit. ... $ 31,000.00 

20.6667 

$ 62,800.00 

31.40 

$31,800.00 

10,7333 


Increase in net profit is $31,800.00. 

Analysis: Increase in gross trading profit due to: 

(1) increase in sales 

(30 per cent of $50,000.00) = $15,000.00 

(2) increase in rate of gross profit 

(10 per cent of $200,000.00) = 20,000.00 

Increase in gross trading profit 

(see Case 5) $35,000.00 
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(3) Less 

(a) increase in selling 

expense $4,000.00 


{b) decrease in interest 

income 200.00 4,200.00 

’ $30,800.00 

(4) Plus 

(a) decrease in administrative 

expense 1,000.00 

Net profit $31,800.00 


The Profit Index. The margin of gross profit varies in different 
lines of merchandising. Thus, in the grocery business, it is in the 
neighborhood of 20 per cent; that is, cost of sales is about 80 per cent 
of net sales. In the jewelry business gross profit is about 40 per cent 
of sales, or twice that of the grocery business. If, however, the money 
invested in groceries can be turned over twice as rapidly as that 
invested in jewelry, the results will be equal. By multiplying the 
gross profit margin by the rale of turnover, a gross profit index is 
secured whereby the comparative effectiveness of a particular line 
of business may be judged. 

Thus, if the rates of turnover per year for the jewelry business 
and grocery business, respectively, are 1 and 10, the gross profit 
indexes are: 


Jewelry 40 X 1 = 40 

Groceries 20 X 10 = 200 


thus indicating that, under these gross profit margins and turn- 
over rates, the grocery business is 5 times more profitable than the 
jewelry business. This does not mean that the net profits of the 
grocery business will necessarily be five times more favorable than 
net profits of the jewelry business, since operating expenses may not 
be proportionate for the two kinds of business. It merely presents a 
comparison of the two lines of business from the point of view of 
gross profits. 



Chapter 14 

FUNDS DERIVED AND APPLIED 


Limitations of Comparative Balance Sheets. The comparative 
balance sheet was explained and illustrated in Chapter 13. Its 
value is great, but unless properly interpreted, sometimes with the 
aid of supplementary data, an adequate summary of the changes 
which occur between two balance sheet dates is impossible. Refer- 
ence to the comparative balance sheet shown on page 205 illustrates 
this point. 

The balance sheet of December 31, 19 — , shows a surplus of 
$ll,500.00j that of December 31, 19 — , shows a surplus of $18,550.00. 
No additional data being available, it would be assumed that the 
increase of $7,050.00 ($18,550.00 — $1 1,500.00) represents the net 
profit for the year 1 9 — . 

Assume that a 5 per cent dividend on the outstanding capital 
stock was declared and paid during the year. This is not reflected on 
the comparative balance sheet, although paying a dividend is an 
application of funds. A statement of changes of a fundamental 
character would be inadequate without mention being made of this 
use of funds and also of the source of such funds. 

Again, assume that during the year an item of furniture and 
fixtures which cost $400.00 was charged against the reserve for de- 
preciation on furniture and fixtures. This fact is not indicated 
on the comparative balance sheet, and the amount set aside for 
depreciation is not shown, because the increase in the reserve from 
$800.00 to $1,000.00 is net after the charge of $400.00 is made 
against the reserve. The amount reserved is $200.00 plus $400.00, 
or $600.00. 

A statement of funds derived and applied which will show, in 
readily understandable form, not only the changes evident on the 
face of the comparative balance sheet, but also those indicated by 
supplementary information, is needed. 

228 
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Status of Working Capital. The various current assets and 
current liabilities are subject to constant change, so that the signifi- 
cant variation in this division of the balance sheet is in the difference 
between current assets and current liabilities, known as working 
capital. A change in working capital means a change in other divi- 
sions of the balance sheet. A change in amount in a given current 
asset or current liability may not affect working capital, and hence 
have no effect in other divisions of the balance sheet. The purchase 
of merchandise is an illustration. 

For this reason, in the statement of funds derived and applied, 
a distinction is made between changes in specific items and changes 
in working capital. 

Outline of Cases. Below are outlined the cases illustrated in 
this chapter which require no adjustments; 

Group A. 

Case 1. Funds derived from: 
a) Net profit 
Applied to: 

a) Increase in working capital 
A) Increase in fixed assets 
Case 2. Funds derived from: 

a) Decrease in working capital and 
A) Net profit 
Applied to: 

a) Investments in securities 
Case 3. Funds derived from: 
a) Sale of securities 
A) Net profit 
Applied to: 

a) Increase working capital 
Case 4. Funds derived from: 

a) Decrease in working capital 
Applied to; 
a) Net loss for period 
A) Increase in fixed assets 

Comments on Cases 1-4. Cases 1-4 typify balance sheet changes 
which are: (1) obvious upon examination of the comparative bal- 
ance sheets; (2) not affected by current adjustments which change 
the net profit but require no immediate expenditure of funds. 

Need for Adjustments, Frequently, it is necessary to make 
adjustments in the comparative balance sheet in order to secure a 

(Texi eoniinued on page SS8.) 
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The Working Papers. The analysis needed to set up a statement of funds derived and applied is made 
on working papers (Fig. 90) with columns provided to display working capital changes as well as the 
details of all changes of a fundamental character reflected on the comparative balance sheet. 
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Case 2. In this and the following cases the comparative balance sheet is shown only on the working 
papers used to make the analysis. 
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Case 4. 
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Funds Derived and Applied 

The results of the analysis for Case 1, Fig. 90, are as follows: 
The Newman Corporation 

Statement of Funds Derived and Appued 
Y ear Ended December 31, 19 — 


Funds defined: 

a) Increase in Surplus (Net Profit) $5,000.00 


Funds applied; 

a) Increase in Working Capital $1,000.00 

b) Increase in Fixed Assets 4,000,00 


$5,000.00 


The results of the analysis for Case 2, Fig. 91, are as follows: 
The Newman Corporation 

Statement of Funds Derived and Applied 
Y ear Ended December 31, 19 — 


Funds defined: 

a) Net Profit (Increase in Surplus) $5,000.00 

4) Decrease in Working Capital 200.00 

$5,200.00 

Funds applied: 

a) Securitie.s Purehased $5,200,00 


The results of the analysis for Case 3, Fig. 92, are as follows: 
The Newman Corporation 
Statement of Funds Derived and Applied 

Year £aded December 31, 19 — 


Funds derived: 

a) Net Profit (Increase in Surplus) $ 800,00 

b) Securities Sold 5,200.00 

$6,000.00 


Funds applied: 

a) Increase in Working Capital $6,000.00 


The results of the analysis for Case 4, Fig. 93, are as follows: 
The Newman Corporation 
Statement of Funds Derived and Applied 

Year Ended December 31, 19 — 

Funds Derived: 

a) Decrease in Working Capital $9,600.00 

Funds Applied: 

a) Net Loss (Decrease in Surplus) $1,600.00 

b) Increase in Fixed Assets: 

Land $2,000 00 

Buildings 6,000.00 8,000.00 

$9,600.00 
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true statement of funds derived and applied. Such adjustments are 
either: (1) those which are evident from an examination of the 
comparative balance sheet, or (2) those which are based on data 
not found in the comparative balance sheet. The first two cases 
below fall under (1); the last three fall under (2). 

Outline of Cases. 

Case 1. At the end of the year an allowance for depreciation on 
buildings and on delivery equipment was made, the proper depre- 
ciation reserve accounts being credited. 

Case 2. At the end of the year organization expense was written 
off against profit and loss. 

Case 3. During the year an item of equipment was charged 
against the reserve for depreciation. 

Case 4. During the year a dividend on the capital stock was 
declared and paid. 

Case 5. During the year a revaluation of buildings was made, 
surplus being written up as a result. 

Cases Illustrated. 

Case 1. Fig. 94 shows the comparative balance sheet of the 
Newman Corp, Required, a statement of funds derived and applied. 


The Newman Corporation 
Comparative Balance Sheet 



Dec. 37, 

Dec. 31, 

Imease or 

Assets 

19— 

19— 

Decrease* 

Cash . 

# 700,00 

* 2,000.00 

*1,300.00 

Merchandise .... 

13,600.00 

15,500.00 

1,900.00 

Accounts Receivable 

10,700.00 

11,600.00 

900.00 

Land 

3,000.00 

3,000.00 


Buildings 

10,600.00 

14,600.00 

4,000.00 

Delivery Equipment 

2,900.00 

2,900.00 


*41,500.00 

*49,600.00 

*8,100.00 

Liabilities 

Accounts Payable 

*16,000.00 

*19,100.00 

*3,100.00 

Mortgage 

4,000.00 

4,000,00 


Reserve for Depreciation — Buildings . . 

3,000.00 

4,000.00 

1,000.00 

Reserve for Depreciation — Delivery 

Equipment ..... 

600.00 

1,000.00 

400.00 

Capital Stock 

15,000.00 

15,000.00 


Surplus 

2,900.00 

6,500.00 

3,600.00 


*41,500.00 

*49,600.00 

*8,100.00 


Fig. 94 
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Funds 

Derived 

00 ' 000 's 


5,000.00 

Applied 

s s 

OOOOO'S 

Working Capital 

Decrease 

s § 

§; 1 

wf t. 

4,100.00 

Increase 

1.300.00 

1.900.00 
900.00 

4,100.00 

Adjustments 

Gr. 

(?) 1,000.00 
(2) 400.00 

1,400.00 

Dr. 

S 8 

i 1 

kT 

£ S 

8 

tsT 

Balance Sheet 
December 31 

1 

C\ 

2,000.00 

15.500.00 

11.600.00 
7,000.00 

10,600.00 

2,900.00 

49,600.00 

19,100.00 

4,000.00 

4.000. 00 

1.000. 00 
15,000.00 

6,500 00 

49,600.00 


19— 

700.00 

13.600.00 

10.700.00 
3,000.00 

10.800.00 
2,900 00 

41,500.00 

16,000.00 

4.000. 00 

3.000. 00 

600.00 

15,000.00 

2,900.00 

41,500.00 

Assets 

Cask 

Merchandise 

Accounts Receivable 

Land 

Buildings 

Delivery Equipment 

Liabilities 

Accounts Payable 

Mortgage. 

Reserve for Depreciation — 

Buildings 

Reserve for Depreciation — 
Delivery Equipment. 

Capital Stock 

Surplus 
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Funds 

Derived 

7,000.00 

7,000.00 

Applied 

4.000. 00 

3.000. 00 

7,000.00 

Working Capital 

Decrease 

1,100.00 

3,000.00 

0 

0 

1 

Increase 

S88 

4,100.00 

Adjustments 

d 

(7) 300.00 
(2) 1,000.00 

(3) 400.00 

( 4 ) 2,000.00 

8 

§ 

Dr. 

S S 

8 

§ 

Balance Sheet 
December 31 
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11.600.00 

7.000. 00 
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2.000. 00 
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21,100.00 

4,000.00 

4,000.00 

700.00 

15,000.00 

6,500.00 

51,300.00 



19— 

700.00 

13.600.00 

10.700.00 

3.000. 00 

10.600.00 
2,900.00 

4.000. 00 

45,500.00 

20,000.00 

4.000. 00 

3.000. 00 

600.00 

15.000. 00 
2,900.00 

45,500.00 


Assets 

Cask 

Merchandise 

Accounts Receivable 

Land 

Buildings 

Delivery Equipment 

Oreanization Expense. . . . 

liabilities 

Accounts Payable 

Mortgage 

Reserve Jot Depreciation — 

Buildings 

Reserve jar Depreciation — 
Delivery Equipment . . . 

Capital Stock 

Surplus 

Increase in Working Capita 
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Case 4. During the year a dividend of 10 per cent on the capital stock was declared and paid; also, 
$300.00 was charged off against the depreciation reserve for an item of delivery equipment, as in Case 3. 
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The balance sheet, Case 1, Fig. 94, shows that $1,000.00 de- 
preciation has been charged off on buildings and $400.00 on delivery 
equipment. This is shown in depreciation reserves. 

The Working Papers. When adjustments are required before 
amounts derived and applied can be shown, working papers should 
contain columns wherein adjustments may be made. See Fig. 95, 

The results of the analysis of Case 1 are as follows: 

The Newman Corporation 
Statement of Funds Derived and Applied 

Year Ended December 31, 19 — 


Funds derived: 

Net Profit (Increase in Surplus) ®3, 600.00 

Add Back; 

Depreciation Written Off 1,400.00 

$5,000,00 

Funds applied; 

Increase in Working Capital $1,000.00 

Land Purchased 4,000.00 

$5,000,00 


The results of the analysis of Case 2, Fig. 96, are as follows: 
The Newman Corporation 
Statement of Funds Derived and Applied 

Year Ended December 31, 19 — 


Funds derived: 

Net Profit (Increase in Surplus) $3,600.00 

Add Back: 

Depreciation Written Off $1,400.00 

Organization Expense Amortized 2,000.00 3,400.00 

$7,000.00 

Funds applied: 

Increase in Working Capital $3,000.00 

Land Purchased 4,000.00 

$7,000.00 


Case 3. During the year the corporation charged off against the 
delivery equipment depreciation reserve an item of $300.00, Fig. 97. 

Note; Adjustment No. 1, Fig. 97, is made so that depreciation 
reserve will show the amount set aside for depreciation, viz., $400.00. 
This done, the procedure and resulting analysis agree with Case 2. 
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The results of the analysis of Case 4 , Fig. 98, are as follows: 
The Newman Corporation 
Statement of Funds Derived and Applied 

Year Ended December 31, 19 — 


FunJs derived; 

Net Profit (increase in surplus) $3,600.00 

Add Back; 

Depreciation Written Off $1,400.00 

Organization Expense Amortized 2,000.00 

Dividend Declared 1,500.00 4,900.00 

$8,500.00 

Funds applied: 

Increase in Working Capital $3,000.00 

Land Purchased 4,000.00 

Dividend Paid 1,500.00 

$8,500.00 


Case 5 is shown as Fig. 99. 


Schedule of Working Capital Changes. Although the net 
change in working capital is shown in the statement of funds de- 
rived and applied as one sum^ it is sometimes desirable to set up a 
schedule of changes in working capital, by putting in tabular form 
the data found in the working capital columns of the working papers. 
Thus, the working papers given in Case 5 provide data as follows : 

The Newman Corporation 

Schedule of Working Capital Changes 

Year Ended December 31, 19 — ■ 


IncTtases: 

Cash 31,300.00 

Merchandise 1,900.00 

Accounts Receivable 900.00 

Himoo 

DeoTcases: 

Accounts Payable 1,100.00 

Net Increase in Working Capital $3,000,00 


Fig. 100 


Comment on Cases 1—5. Cases 1—5 typify balance sheet changes 
which (1) are not necessarily obvious upon examination of the com- 
parative balance sheet) (2) may be affected by current adjustments 
which change net profit but require no immediate outlay of funds. 



Chapter 15 

BRANCH ACCOUNTING 


Nature of Branch Organization. Proper geographical distribu- 
tion of output may render necessary some form of branch organiza- 
tion. A branch may, or may not, be incorporated. If incorporated, 
the relationship of controlling company and subsidiary is estab- 
lished. Frequently, it is not desirable to incorporate branches. The 
form of the branch organization is devised to meet local require- 
ments, hence it may be; (1) largely self-governing, with its own 
complete financial records; (2) largely self-governing, but without 
complete records of its own; (3) merely a selling agency, acting on 
instructions from the home office, and reporting all transactions to 
the home office by means of duplicate papers describing these 
transactions in detail. 

Branches may be established abroad, in which event there arise 
certain problems relative to foreign exchange, since it is necessary 
to transact business in the currency of the country in which opera- 
tions are carried on. 

In this chapter attention will be given to the operation of do- 
mestic branches, in accordance with the following outline: (1) 
selling agencies, (2) branches keeping their own records. 

Selling Agencies 

Organization. A selling agency is a kind of extension of the 
home office through which the home office transacts business 
with people at a distance. It is necessary to have an agency 
manager who may be aided by one or more assistants, but he acts 
in accordance with detailed instructions from the home office 
and transmits to the home office such detailed descriptions of his 
transactions as will enable the home office to keep as complete 
a record thereof as if the transactions had been carried out at 
the home office. 


246 



Branch Accounting 247 

For reference, and for his own protection, the agency manager 
should keep duplicate copies of all communications with the home 
office. The agency may keep a stock of merchandise from which to 
make deliveries, or all goods may be shipped from the home office. 
Distance from the home office, the character of the goods dealt in, 
and the time allowed in which to make deliveries to the customer 
are factors to be considered. 

Since all records are kept at the home office and since it is 
desirable to ascertain the results achieved by each agency, the home 
office books must be devised to show sales, returned sales, cost of 
goods sold, and expenses, by agencies. 

For this purpose special columns should be employed for each 
agency in the following books; (1) sales journal, (2) return sales 
journal, (3) cash receipts book. 

This plan permits the keeping of a separate customers ledger for 
each agency, also the keeping in the general ledger of separate Sales 
and Return Sales accounts for each agency. 

If the voucher register is used, an expense column for each 
agency should be kept, the headings being Agency A Expense, Agency 
B Expense, and so on. By coding the agency expenses and providing a 
“code” column in conjunction with each agency expense column, as 
great analysis of agency expenses as may be desired is made possible. 

The method of ascertaining cost of goods sold for each agency 
varies with circumstances: 

1. If purchases are allocated to agencies when made, a special 
column for each agency should be kept in the purchases journal 
entitled Agency A, Agency B, and so on. This plan necessitates the 
determination of inventories by agencies at the end of the ac- 
counting period. 

2. If all purchases of merchandise are charged to a general Pur- 
chases account, this account is credited and Agency A Purchases, 
Agency B Purchases, and so on, are charged, as merchandise is allo- 
cated to the various agencies. 

Branches 

Organization. The organization of branches varies with cir- 
cumstances. Some of the variations are: 



248 Modern Practical Accounting — Advanced 

1. The branch is given complete control of all records, so that it 
is able to close its own books, and set up its own statement of profit 
and loss and balance sheet, which it submits to the home office. 

2. The branch is required to keep a complete set of books, but 
merchandise is billed to the branch at a figure other than cost, so 
that the branch is unable to ascertain its own profit. 

Under these circumstances it is customary for the branch to 
submit a trial balance to the home office, where the neeessary ad- 
justments arc made and the results of the branch operations deter- 
mined and consolidated with the home office accounts. 

The branch closes its expense and revenue accounts into its 
account with the home office, as explained later. 

Establishing a Branch. When the home office determines to 
establish a branch, it sends a representative, usually the future 
branch manager, to make the necessary arrangements. Merchan- 
dise and perhaps necessary equipment will be sent to him, as well as 
the funds necessary to commence operations. 

Assume that the Apex Corporation, with its main office and 
plant in Chicago, desires to establish a branch in Denver. It sends a 
representative to Denver to make arrangements and forwards to 
him 515,000.00 cash, and 520,000.00 merchandise at cost price. On 
the home office books the entry is: 

March 7 , 19 — 


Denver Branch 33,000.00 

Cash 15,000.00 

Purchases 20,000.00 


For advances to Denver branch. 

The entry on the Denver branch books, made perhaps a week 
later, is: 

March 8, 19 — 

Cash 15,000.00 

Purchases — Home Office 20,000,00 

Home Office 33,000.00 

For advances from Home Office. 

Operations of Branch. Continuing the foregoing illustration, 
assume that the branch transactions for March are as summarhed 
below: 

1. Goods sent from home office, at cost, 533,000.00. 

2. Goods returned to home office, at cost, 51,500.00. 
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3. Purchases of furniture and fixtures by branch, 51,727.00, cash. 

4. Purchases of delivery equipment by branch, $1,500.00, cash. 

5. Purchases of merchandise by branch from other sources than home office, 
on account, $10,000.00, and for cash, $4,000.00. 

6. Expenses paid by branch office, $3,729.00. 

7. Sales, on account, $27,000.00, and for cash, $4,500.00. 

8. Of the sales made on account, $3,700.00 is collected during March. 

9. The branch remits $5,000.00 to the home office. 

The entries to record these transactions on branch and home 
office books are as follows: 


Branch Office Books 


(7) 

Purchases — Home OJfice 33^000.00 
Home Office 33^000.00 

[ 2 ) 

Home Office 1^300.00 

purchases — Home Office 1^500.00 

{3) 

Furniture and Fixtures . . . 1J27.00 
Cash 7,727,00 

(4) 

Delivery Equipment . ...7,500,00 
Cash 7,500.00 

( 3 ) 

Purchases — Outside. . . 74,000.00 

Cash 4,000.00 

Accounts Payable 10,000.00 

(d) 

Expenses 3,729.00 

Cash 3,729.00 

(7) 

Accounts Receivable . . . 27,000.00 

Cash A, 500.00 

Sales 31,500.00 

iS) 

Cash 3,700.00 

Accounts Receivable 3,700.00 

{9) 

Home Office 5,000.00 

Cash 5,000.00 


Home Office Books 

(7) 

Denver Branch 33,000.00 

Purchases 

(2) 

Purchases 7,500.00 

Denvei Branch 

(5) 

Vo entry. 

w 

J^o entry. 

( 3 ) 

entry. 

(d) 

Pto entry. 

(7) 

jVo entry. 

(S) 

Pfo entry. 

(9) 

Cash 5,000.00 

Denser Branch 5,000.00 


33,000.00 

7,500.00 


On the home office books the account with the branch now 


appears thus: 


Denver Branch 


19— 19— 


March 


Cash 


75,000 

00 

March 

— 

Branch Office 






Purchases 


20, om 

00 



{Returns ) .... 


1,500 

00 



Purchases 


33,000 

00 



Branch Office 






1 






(.Cash) 


5,000 

00 
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Below are shown the accounts of the branch in “T” form: 

Cash Delivery Equipment 


15,000.00 

4,500.00 

.3,700.00 

1.727.00 

1.500.00 

4.000. 00 

3.720.00 

5.000. 00 

1,500.00 



Purchases — Home Office 

Purchases 

— Outside 

20,000.00 

33,000.00 

1,500.00 

14,000.00 


Home Office 

Accounts Payable 

1,500.00 

35,000.00 


10,000.00 

5,000.00 

33,000.00 



Furniture and Fixtures 

Exp 

enses 

1,727.00 


3,729.00 


Accounts Receivable 

Sales 

27,000.00 

3,700.00 

31,500.00 


A trial balance of the branch books as at March 31, 19 — ■, is as 
follows: 

Apex Corporation — Denver Branch 
Trial Balance 


as at March 51, 19 — 


Home Office 

Furniture and Fixtures 

1,727.00 

61,500.00 

Delivery Equipment 

Expenses 

Sales 

1,500.00 

3,729.00 

31,500.00 

Purchases — Home Office 

51,500.00 

14,000.00 


Cash 

7,244.00 


Accounts Payable 

Accounts Receivable 

23,300.00 

10,000.00 


103,000.00 

103,000.0) 


Fig. 101 
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The inventory of merchandise on hand, at the Denver branch, 
March 31, 19 — , is $7,000.00 outside goods and $33,700.00 home 
office goods. 

The results of the branch operations, as well as the entries neces- 
sary to close the branch books, are reflected in the working 
papers shown in Fig. 102. 

The closing entries on the branch books are: 

(?) 

Projil and Loss 28,529.00 


Expenses 

Purchases — Home OJJice 

Purchases — Outside 



3,729.00 

17,800.00 

7,000.00 

To close. 

(2) 



Sales 


31,500.00 


Profit and Loss 


31,500.00 

To close. 

(3) 



Profit and Loss 


2,971.00 


Home Office 



2,971.00 


To close. 

The net profit is carried to the Home Office account because the 
branch has no Net Worth account of its own. Since the branch is 
owned by the home office it must account to the home office for all 
of its profits. 

On the home office books the entry required to take up this 
profit of the branch is: 

Denver Branch 2,971.00 

Profit of Denver Branch 2,971.00 

To tale up profit of this Branch for March. 

The Profit of Denver Branch account will be closed into the 
home office Profit and Loss account when the home office books are 
closed, which will be done after reports of the earnings of all 
branches have been received and entered on the home office 
books. 

Assume that the Voltex Corporation, with its main office and 
plant in Chicago, desires to establish a branch in Kansas City. Its 
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representative makes the necessary arrangements, and the home 
office forwards $15,000.00 in cash and merchandise (cost price 
$20,000.00) which it bills to the branch at $25,000.00. On the home 
office books the entry is; 


March 7, 79 — 

Kansas City Branch. 40,000.00 

Cash 75yOOO.OO 

Sales to Kansas City Branch ... 25fiQO.QO 

For advances to Kansas City Branchy merchandise being billed at 
725 per cent of cost. 


The entry on the branch books on, say, March 8, is: 

March 8, IS — 

Cash - 75,000.00 

Goods from Home Office 25,000.00 

Home Office 40,000.00 

For advances from Home Office. 


The branch should be instructed to distinguish between goods 
shipped from home office and goods purchased from other sources, 
because of the arbitrary price attaching to goods received from 
home office. 

Operations of Agency. Continuing the foregoing illustration, 
assume that the branch transactions for March are as summarized 
below: 


1. Goods sent from home office (cost $33,000.00) billed at 125 per cent of cost, 
or $41,250.00. 

2. Goods returned to home office (cost $1,500) at billed price, $1,875.00. 

3. Purchases of furniture and fixtures by branch, $1,727.00, cash. 

4. Purchases of delivery equipment by branch, $1,500.00, cash. 

5. Purchases of merchandise by branch from other sources than home office, 
on account, $10,000.00, and for cash, $4,000.00. 

6. Expenses paid by branch office, $3,729.00. 

7. Sales, on account, $27,000.00, and for cash $4,500.00. Of the sales made on 
account, $3,700.00 is collected during March. 

8. The branch remits $5,000.00 to the home office. 


The entries to record these transactions on branch and home 
office books are as follows: 
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A trial balance of the branch books as at March 31, 19 — , is as 
follows: 


Voltex Corporation — Kansas City Branch 

Trial Balance 

as at March 31, 19 — 


Home Office * 

Furniture and Fixtures 

Delivery Equipment 

1,500.00 

3J2900 

74,375.00 



31,500.00 

Purchases * 

Goods from Home Office 

Cash. 

14,000.00 

7,244.00 

Accounts Payable 

Accounts Receivable 

23,300.00 

115,875.00 

10,000.00 

115,875.00 


The inventory of the branch consists of two parts, as follows: 

Imentory of Goods Purchased 7,000.00 

Inventory of Goods Shipped from Home Office, Billed Price {1Z5 per centof cost). , 42,125.00 

Since the branch does not know the cost of the goods shipped 
from the home office, it cannot ascertain its gross profit. It can, 
however, close all nominal accounts into the Home Office account 
through the following entries: 


Inventory of Goods Purchased 

Inventory of Goods from Home Office 

Purchases 

Goods from Home Office 

To close. 

( 2 ) 

Home Office 

Expenses 

Purchases — -Outstde 

Goods from Home Office 

To close. 

{ 3 ) 

Sales 

Home Office 

To close. 


7,000.00 

42,125.00 

7,000.00 

42,125.00 


32,979.00 

3,729.00 

7,000.00 

22,250.00 


31,500.00 


31,500.00 
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After these entries are posted, a trial balance of the branch 
ledger is as follows: 


Home Office .. 72 , 595.00 

Furniture and Fixtures 1,727,00 

Delivery Equipment . 1,500.00 

Cask . . . 7,244.00 

Accounts Payable 10,000.00 

Accounts Receivable ... 23,300.00 

Inventory — Goods Purchased ... 7,000.00 

Inventory — Goods Shipped Jrom Home OJjice 42, 125.00 


82,896.00 

The Kansas City branch forwards its trial balance before clos- 
ing, together with amounts of closing inventories of goods purchased 
outside ($7,000.00) and goods shipped from home office ($42,125.00) 
to the branch office. 

Since the home office knows the percentage applied to the cost 
of goods shipped to the branch to determine the billing price, it is 
able to compute the gross and net profit made by the branch, as 
shown in the statement on opposite page: 


Key to adjustments: 

(t) 

hwentory — Purchases Outside 7,000.00 

Purchases — Outside 7,000,00 

For inventory of goods purchased outside on hand March 3d, 

( 2 ) 

Inventory — Goods Jfom Home Office 42,125.00 

Goods from Home Office 42,12500 

For invenlory of goods from Home Office at 725 per cent of cost. 

(3) 

Home Office 8,425.00 

Inventory — Goods from Home Office 8,425.00 

To eliminate excess of billed price over cost from goods from Home 
Office in branch inventory {20 per cent of 42,125.00). 

w 

Home Office 4,450.00 

Goods from Home Office 4,450.00 


To eliminate excess of billed price over cost, from goods sold by 
branch {20 per cent of 22,250). 

On the books of the home office an entry is made to incorporate 
the profit of the branch, thus: 

Kansas City Branch ; 2,971.00 

Profit of Kansas City Branch 

To take up braruh profit. 


2g?1.00 



Kansas City Branch 
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The balance in the Kansas City Braneh account on tlie home 
office books is now $77,346.00, whereas the balance in the Home 
Office account on the Kansas City branch books is $72,896.00. The 
difference ($77,346.00 — $72,896.00), or $4,450.00, is the excess of 
the billed price of goods sold by the branch over the actual cost of 
goods sold by the branch (see adjustment (4) on foregoing working 
papers). 

To bring these accounts into agreement, the following entry is 
made on the home office books: 

Sales to Kansas City Branch 

Kaiisas City Branch 

To eliminate excess oj billed price over cost jrom sales to branch 
sold by branch. 

This reduces the balance in the Kansas City Branch account on 
the home office books to $72,896.00, which agrees with the balance 
in the Home Office account on the Kansas City branch books. 

Consolidation of Balance Sheets. The balance sheets of home 
office and branch may be consolidated in the same manner as those 
of holding company and subsidiary, viz., by eliminating inter- 
office obligations and profits. Figs. 104 and 105 illustrate the pro- 
cedure where goods are shipped to branch at cost and at cost plus. 

Foreign Branch Accounting 

Operations Abroad. The profit to be derived from the ex- 
change of commodities between nations may induce corporations 
carrying on their principal activities in one country to establish 
branches in other countries. Such foreign branches transact busi- 
ness in the currency of the country in which they operate. This fact 
gives rise to problems which must be considered in the establish- 
ment and operation of foreign branches. 

The Bate of Exchange. The monetary unit of a country pos- 
sesses a value which is due to either: {a) its intrinsic worth, or {b) its 
worth as fixed by law. 

Thus, under (a) the value of a gold coin is determined by the 
amount of gold it contains, while under {b) the value of a greenback 
is fixed by law. The value of a greenback in terms of other money 
say gold, may be less than its face amount. 
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To Consolidate Home Office and Branch Balance Sheets 
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Surplus 8,425.00 

Inventory 8,425.00 

To eliminate interoffice profit in inventory due to sales to branch at 
725 per cent of cost. 
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When transferring funds abroad it is necessary to make the 
exchange at the rate currently prevailing in the market for foreign 
money. 

Thus, if one desires to send $4,000.00 to London to be used there 
to carry on business transactions, he purchases as many pounds as 
the current rate of exchange on London permits. Shortly after the 
devaluation of the United States gold dollar in January, 1934, the 
exchange on London stood at $4,985 and on Paris at 6.35 cents, and 
has since fluctuated in accordance with the influences which deter- 
mine those ratios from day to day. 

In times of war, or when drastic revision of monetary standards 
is being made, the rates may be expected to undergo sharp fluctua- 
tions. These fluctuations in exchange rates sometimes introduce an 
element of profit or loss difficult to evaluate accurately, because of 
the uncertainty of such fluctuations. 

To illustrate, assume that on February 1 the current rate of 
exchange on London is $5.00 and that $10,000.00 is used to pur- 
chase pounds at that rate. This amounts to $10,000.00^-5, or 
£2,000. Next, assume that on February 2 the rate of exchange on 
London is $5.02. If the £2,000 were converted back into United 
States money, the amount secured would be £2,000 times 5.2, or 
$10,040.00. Whether such a profit results depends on what is done 
with the £2,000 obtained. 

If it is used in business in England no profit results from current 
fluctuations in the exchange rate. When, however, statements of 
operating results are sent to the United States to be incorporated 
with home office statements, it becomes necessary to apply such 
rates of exchange as will reflect, in dollars, the results of the trans- 
actions entered on the English brtmch books in pounds. 

The exact results of branch operations are determined only after 
a branch has been completely liquidated and the remaining balance 
of cash transmitted to the home office, thus being exchanged into 
dollars. 

At intermediate dates it is desirable to compute the results of 
branch operations as nearly as possible in terms of domestic money. 
This renders necessary the conversion of the items in the branch 
trial balance at rates thought most appropriate. 
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Gains and losses due to fluctuations in exchange rates are more 
or less arbitrary because of the possibility of fluctuations in the re- 
verse direction before the loss or gain is made permanent through 
exchange into dollars. 

Form of Organization of Foreign Branch. The form of organ- 
ization of a foreign branch depends on various considerations. Thus, 
it may be incorporated or unincorporated, accordingly as in- 
corporation in the country in question is advantageous or dis- 
advantageous. 

Establishment of Foreign Branch Illustrated. Assume that the 
International Corporation has its headquarters in New York and 
decides to establish a London branch to act as a selling agency for 
products of the New York plant and to engage in the purchase and 
sale of goods of English manufacture. 

On April 1 the home office purchases a draft on London for 
^10,000.00, the rate of exchange being 15.00. 

The entry on the home office books is: 

April 1 

London Branch. $10,000.00 

Cash $10,000.00 

Remillance to London. 

The entry made by the London branch manager on his books, 
on April 8, 19 — , is: 

April S 

Cash £2,000 

Home Office £,2,000 

Remittance from New Tark. 

London Branch Transactions. The transactions of the London 
branch for April are summarized below: 

1. Goods shipped from home office, cost price, $30,600.00. On the date these 
goods were received the rate of exchange on London was $5.10. The conversion 
was effected at that rate. 

2. Goods purchased from London jobbers, on account, £6,000. 

3. Goods sold, on account, £5,000; and for cash, £1,150. 

4. Collections from customers, £900. 

5. Remittance to home office, £1,000, the rate of exchange being $5.15. 

6. Remittance from home office, $498.00, the rate of exchange being $4.98. 

7. Expenses paid in cash by London office, £336. 

8. Branch buys furniture and fixtures, £400, for cash. 
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The entries on the London and home office books for these 
transactions are as follows: 


London Branch Books 

April 8 

Cask ^^>000 

Homs Office 

Remittance from New 
fork. 

Goods from Home Office £6,000 

Home Office 

Received from home of- 
fice, rate being $5H0. 

Purchases £6,000 

Creditors 

Goods bought. 

Cash A500 

Customers 6,000 

Soles 

Goods sold. 

Cash ^ 

Customers 

Collections. 

Home Office £1,000 

Cosh 

Remittances, rate $5.15. 

Cash ^ '^00 

}lm6 Office 

Remittance from home 
office.^ rate being $4.98. 

Expenses ^ 

Cash. 

Expenses paid. 

Furniture and Fixtures . £ 400 

Cask 

Purchased in London. 


New^ York Office Books 

April 1 

London Branch $WJX)Q.00 

£2,000 Cask $10,000.00 

Remittance to London. 

London Branch S30,&Xi.00 

£6,000 Purchases $30,600.00 

Shipments to branch, rate 
being $530. 

£6,000 Mo entry. 


Mo entry. 


£ 000 Mo entry. 

Cash $6,150.00 

£1,QQ0 London Branch $ 5,150.00 

Remittance from Lon- 
don, rate being $5.15. 

London Branch $ 498.00 

£ 700 Cask $ ^^‘00 

Remittance to London, 
rate being $4.98. 

£ 336 Mo entry. 


Mo entry. 


The London Branch account on the New York books now 
stands as follows: 

London Branch 


19— 


,00 
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The trial balance of the London branch books is as follows: 
International Corporation — London Branch 
Trial Balance 


as at April 30, 19 — 

Cash . 

Furniture and Fixtures 

Home Office Account 

Goods from Home Office 

Expenses 

Purchases 

Creditors 

Customers 

Sales 


£ 2,764 


400 

£ 7,100 

6,000 

336 


6,000 

6,000 

4,700 

6,500 

£79,500 

£79, m 


The London branch closing inventories are: 

7. Goods from home office, £,4,000. 2. Goods purchased from England, £3,500. 


Branch Procedure to Close. In closing its books the branch 
may follow either of two alternatives: (a) it may set up its own 
profit and loss statement and balance sheet, forwarding these state- 
ments to the home office to be consolidated with the home office 
statements, or, (4) it may send a copy of its preclosing trial balance 
to the home office, where it is interpreted. In this event it is neces- 
sary to prepare the branch books to receive the next month’s trans- 
actions by closing all nominal items into the Home Office account. 

There are other possible variations. Thus, if the home office 
ships goods to the branch at an arbitrary figure, the branch cannot 
compute its own profit, and it would be necessary for the home 
office to adjust the Goods from Home Office account on the branch 
trial balance to ascertain branch results. 

Case 1. Assuming that the London branch is to close its books by 
setting up a Profit and Loss account, the procedure is as shown in 
the working papers shown as Fig. 106. 


The adjusting entries on the London books are: 


(7) 

Inventory-Goods from Home Office £d,000 

Goods from Home Office £>4frOO 

Closing inventory of goods from Home Office. 

( 2 ) 

Inventory — Purchased in England £3,500 

Purchases £5,500 

Closing inventory of goods purchased in England. 
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The closing entries on the London books are: 

(7) 


Profit and Loss £4,836 


Goods from Horne Office 

Expenses 




£2,000 

338 

To close. 

Sales 

Profit and Loss 

(2) 

£6,500 

£6,500 

To close. 

Profit and Loss 

Home Office 

(.3) 

£1,664 

£1,664 

To close. 




The post-closing trial balance and the statement of profit and 
loss of the London brairch follow; 


International Corporation — ^London Branch 

Post-Closing Trial Balance 

as at April 30, 19 — 


Cash £ 2,764 

Furniture and Fixtures 400 

Home Office Account 

Creditors 

Customers 4, 100 

Inventories: 

Goads from Home Office 4,000 

Purchased in England 3,500 

£14,754 


Fig. 107 


£ 8,764 
6,000 


£14,764 


International Corporation — London Branch 
Statement of Profit and Loss 
M onth Ended April 30, 19 — 


Sales 

Less Cost of Sales: 


Goods from Home Office 

Deduct Closing Inventory 

Jl6,000 

4,000 

£2,000 

Goods Purchased 

Deduct Closing Inventory 

£6,000 

3,500 

2,500 

Gross Profit * 



Less Expenses 



diet Profit. 




£6,500 


4,500 

£2,000 

336 


£1,564 
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On the basis of these statements, it is necessary for the New York 
office to make such entries on its books as will reflect the results 
achieved by the London branch. Vaidous alternatives exist in this 
respect. Thus, the New York office may: 

1. Make an entry to take up the branch profit after having converted it into 

dollars at, say, the rate of exchange in effect on April 30. This plan no 

allowance for profits and losses arising from exchange fluctuations. 

2. Convert the preclosing trial balance of the branch into dollars, ascertain the 
branch results on the basis of these converted figures, then make an entry on the 
home office books to reflect these results. Under this plan the result of profits and 
losses arising out of exchange fluctuations, as well as the profit or loss arising from 
the branch transactions, may be incorporated on the home office books, if thought 
desirable. 

a) If only the branch operating profit is desired, it is satisfactory to convert all 
items on the branch trial balance at the exchange rate in effect on the closing date 
(including branch closing inventory). 

b) If it is desired to ascertain profits and losses arising out of fluctuations in 
foreign exchange, as well as the branch operating profit, it is necessary to convert 
the various items on the branch trial balance at such rates as will most accurately 
reflect such profits and losses. 

To ascertain branch operating profit, the items on the branch trial balance which 
are used to determine branch net profit (also the branch closing inventory) should 
be converted at the same rate as in (a) above. 

To ascertain profit or loss arising out of exchange fluctuations, it is necessary 
to convert the items which are xtsed to determine branch net profit at other than 
the rate of exchange in effect on the closing date, hence a separate computation 
must be made. 

Difference of opinion exists among accountants as to the proper 
rates to apply to reflect the results of exchange fluctuations. Follow- 
ing is a digest of a memorandum on this subject issued in 1931 by 
the committee on accounting procedure of the American Institute 
of Accountants; 


Balance Sheet Items 

1. Fixed assets should be converted into dollars at the rates prevailing when 
such assets were acquired or constructed. 

2. Cash, accounts receivable, and other miscellaneous current assets should be 
converted at the rate of exchange prevailing on the date of the balance sheet, 
unless protected by forward exchange contracts. 

3. Current liabilities payable in foreign currency should be converted into 
dollars at the rate of exchange in force on the date of the balance sheet. 

4. Long-term liabilities should be converted at the rate of exchange prevailing 
when the debts were contracted. 
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Profit and Loss Items 

1. Operating statements should be converted preferably at the average rate of 
exchange applicable to the accounting period. If there have been wide fluctuations 
in exchange, the conversion should be made on an average rate applicable to each 
month, or, if this is too burdensome, on a weighted average. 

Before being converted into United States denominations the 
adjustments for the closing inventories should be made, because the 
average rate is used to convert inventories on hand at the closing 
date. 

Adjusting the London trial balance for the closing inventories, 
and applying these rules as indicated in {b) above, the conversion of 
the London branch trial balance is accomplished as follows: 


Working Papers 

To Convert London Office Trial Balance 
April 30, 19— 



Trial Balance 

Conver- 

Trial Balance 


(Pounds) 

sion Rate 

(DoUais) 

Furniture and Fixtures . 

400 


4.89 

1,956.00 


Cash , . . , 

2,764 


5.21 

14,400.44 


Home OJice 


7,100 

None 


35,948.00 

Goods from Home Office . . , 

2,000 


4 99 

9,980.00 


Expenses 

336 


4.99 

1,676.64 


Purchases 

2,600 


4 99 

12,475.00 


Creditors 


6,000 

5.21 


31,260.00 

Customers 

4, too 


5 21 

21,361.00 


Sales 


6,500 

4.99 


32,435.00 

Inventories: 






Goods from Home Office. . 

4,000 


5.21 

20,840.00 


Purchased in England, . . . 

3,500 


5.21 

18,235.00 


ProfiL on Exchange 





1,281.08 


19,600 

19,600 


100,924 08 

100,924.08 ” 


Fig. 109 


The exchange rates used are: (1) current rate, 5.21, (2) average 
rate for month, 4.99, (3) rate at date furniture and fixtures were 
bought, 4.89. 

The item, Profit on Exchange, $1,281 .08, is not an operating profit, 
but simply the favorable showing resulting from fluctuations in 
exchange rates. It is the writer’s opinion that no entry need be 
made on the home office books to reflect the results of such exchange 
fluctuations. The item is in the nature of an unearned profit or loss, 
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Next, to ascertain branch profit or loss, all items in the branch 
trial balance should be converted at the current rate, which should 
give the same figure for net profit or loss as if the branch closed its 
own books and then converted its net result into dollars at the 
current exchange rate. 


Working Papers 


To Convert London Office Trial Balance 
April 30, 19 — 



Trial Balance 

Conver- 

Trial Balance 


(Pounds) 

sion Rate 

(Dollars) 

Furniture and Fixtures 

460 


3 27 

2,084.00 


Cash 

2,764 


5.21 

14,400.44 


Home Office .... . ... 


7,100 

5.21 


36,991.00 

Goods from Home Office. . . . 

2,000 


3 21 

10,420.00 


Expenses 

336 


5.21 

1,750.56 


Purchases 

2,300 


5.21 

13,023.00 


Creditors. 


6,000 

3 21 


31,260.00 

Customers 

4,700 


5 21 

21,361.00 


Soles 


6,300 

5.21 


33,865.00 

Inventories' 






Goods from Home Office. . . 

4,000 


5.21 

20,840.00 


Purchased in England. , . . 

3,300 


5.21 

18,235.00 



10,600 

19,600 


102,116.00 

102,11800 


Fig. 110 


If the profit arrived at when the London branch closes its books, 
as shown in Fig. 108, is converted at 5.21, the result is also 
$8,669.44. 

Note that the balance of $36,991.00 in the Home Office account 
is $1,043.00 in excess of the balance in the London branch account. 
In consolidating home office and branch balance sheets it is neces- 
sary to adjust for this difference by the following entry on the con- 
solidating working papers. 


Home Office 1^043.00 

Reserve for Exchange Fluctuations 7f)43.00 


To eliminate diffierence arising from differences between current rate^ 
at which all items in branch ixial balance are converted^ and 
actual rate of transfers. 



Chapter 16 

STATEMENT OF AFFAIRS 


Fiduciary Accounting. A fiduciary is one who occupies a posi- 
tion involving a high degree of trust. Examples are: administrators, 
executors, referees, and trustees. A distinguishing characteristic of 
fiduciaries is that they frequently owe their credentials to some 
court which exercises supervision over their proceedings. This is not 
always the case, however, as trustees sometimes act in accordance 
with the provisions of a contract entered into with the person who 
creates the trust. 

The following subjects will be considered as suitable subdivi- 
sions of the general subject of fiduciary accounting: (1) statement of 
affairs and receivership and reorganization (this chapter), (2) 
receivership and liquidation. 

Strictly speaking, the statement of affairs is not a subdivision of 
fiduciary accounting. It may be employed, however, to assist in 
determining a course of action when the possibility of a receiver- 
ship or a composition is being considered, hence is treated here 
as the preliminary chapter on the general subject of fiduciary ac- 
counting. 

Status of Creditors. The status of the creditors of a concern is 
determined by various factors, such as: (1) specific liens which they 
hold, (2) equity of the proprietors in the business, (3) earnings of the 
business, (4) stability of earnings, (5) success with which the busi- 
ness can be sold or liquidated in case it proves unprofitable. 

The conflicting equities of stockholders and creditors may not 
give rise to difficulties when the former are receiving their dividends 
and the latter are receiving their interest, or are being paid off in 
accordance with contract or custom. When, however, the situation 
becomes less favorable, and creditors become concerned over their 
interests, the rights of the respective parties frequently become the 
subject matter of legal controversy. 

270 



271 


Statement of Affairs 

Naturally, in case of liquidation, creditors must be paid before 
stockholders can expect any satisfaction of their claims. In practice, 
however, creditors sometimes find that the controlling interests in 
a corporation have materially weakened its financial standing, 
through dividend distributions or otherwise, without apprising the 
creditors of their proceedings. 

To the extent that stockholders of an embarrassed enterprise are 
able to extract funds from it before the creditors take action, to that 
extent the standing of the creditors, or at least that of the unsecured 
creditors, is weakened. It is only natural, in such instances, for 
creditors to take action to protect their interests. 

Whenever doubt arises as to the ability of a concern to continue 
operations, the various parties who possess some form of equity in its 
assets desire to know how they would fare were the concern liqui- 
dated. With this information available, they are in a position to 
decide upon the best procedure, i.e., whether to (1) liquidate the 
concern, making such distributions as the sale of assets makes pos- 
sible, or (2) decide upon some plan of reorganization, by scaling 
down fixed obligations and perhaps eliminating the equity of the 
old common stock. 

Certain enterprises which are essential to society should not be 
permitted to liquidate. In such cases the court which takes charge 
insists upon whatever sacrifices, on the part of the stockholders and 
creditors, may be necessary to put the concern on a satisfactory 
operating basis. 

Order of Satisfaction of Equities. When the desirability of 
liquidating a business is under consideration, the order in which the 
various creditors’ and stockholders’ equities are to be paid is a 
matter of importance. The solution lies in the interpretation of the 
various contracts which the stockholders and creditors have entered 
into with the enterprise in question. In this regard creditors possess: 
(1) prior liens, or (2) junior liens, or (3) no liens, in which event 
they are termed unsecured creditors. (4) There are also possible 
preferred debts which, because of their legal status, may preeede 
even the prior liens of secured creditors. 

The rights of stockholders, both common and preferred, are 
subordinate to those of creditors. This means that the stockholders 
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can expect to receive nothing in the nature of a liquidating dividend 
until all creditors have been paid in full. 

In practice, this usually means that the stockholders receive 
nothing where liquidation is enforced by the creditors. The creditors 
usually are unable to take action until the corporation is insolvent 
i e., possesses assets insufficient to pay its debts. The further shrink- 
age in values which accompanies liquidation usually means a con- 
siderable deficiency to one or more groups of creditors, and hence a 
total loss of equity to all classes of stockholders. 

Where liquidation is voluntary the situation is different. Volun- 
tary liquidation may be undertaken by a wholly solvent enterprise, 
in which case the stockholders may be in a position to share in the 
liquidating dividends. 

For the purpose of setting forth the status of each group possessing 
an equity in an enterprise whose liquidation is being considered, a 
statement of affairs is set up. This is sometimes accompanied by a 
deficiency account which summarizes the estimated shrinkages in value 
which would result if liquidation is carried out, and also shows how 
such shrinkages would be absorbed in the form of cancelled or 
reduced equities. 

Character and Use of Statement of Affairs. A statement of 
affairs is based on (a) book values and on (b) the amounts at 
which it is estimated that such book values will be realized. Such 
a statement is necessarily inaccurate because: (1) it is based on 
estimates of the amount which the assets will realize, and (2) be- 
cause it does not ordinarily make allowance for the expenses of 
liquidation. 

Assuming that the estimates upon which the statement of affairs 
is based are reasonably accurate, it is a statement upon which the 
influential parties must base their decisions as to future action. 

In case of voluntary liquidation the voting stockholders are in a 
position to decide. If they decide to liquidate they must, of course, 
pay off all creditors in accordance with their contracts or in ac- 
cordance with such arrangements as can be made. If preferred 
stockholders possess a preference as to assets, they too must 
be paid off before the common stockholders receive any liquidating 
dividend. 
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In case of involuntary liquidation the creditors are in a position 
to decide what is best to do, subject, of course, to the orders of the 
court which has supervision. Based upon the prospects in case of (a) 
liquidation, or (b) continuation, they decide which procedure is to 
their best interest. 

In case liquidation is chosen, the affairs of the business are 
wound up as rapidly as is consistent with the best interests of those 
concerned. This is sometimes a tedious process requiring years for 
final consummation. 

In case continuation of the business is decided upon, it is neces- 
sary to appoint a receiver who supervises the operation of the busi- 
ness while a reorganization committee works out plans under which 
the business is to be permanently continued. 

Form of Statement of Affairs. In the United States there is no 
law which prescribes the use of tlie statement of affairs and it is not 
officially recognized by the courts, consequently its form should be 
arranged to show the desired information in the best manner. 

In such a statement the primary basis of classification is the 
equity possessed by the creditors and stockholders in the assets. All 
facts must be arranged to show these equities in the order of priority 
and the sums estimated to be available to pay them. 

Having arranged the equities in order of preference, it is neces- 
sary to classify the assets in the order in which they are available. 
Assets upon which creditors of a given group possess a specific lien 
should be shown in proper relationship to such lien, thus: (1) If the 
lien is fully secured it should be shown deducted from the asset, so 
that the balance available for other debts may be earried out. (2) If 
the lien is not fully secured, the realizable value of the asset upon 
which it is secured should be deducted from the lien, so that the 
remainder of the equity can be carried out as an unsecured debt. 

Illustrations. The following illustrations cover two cases, viz., 
(a) where the company has become embarrassed and (b) where the 
company is not insolvent but the stockholders are considering the 
advisability of liquidation. 

Case 1. The West Corporation, engaged in the hardware business, 
is unable to pay its fixed interest charges on bonds outstanding. The 
bondholders have appointed a committee to make an investigation 
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The following trial balance is taken from the ledger as at 
December 31, 19 — : 

Cash 43,840.73 

Accounts Receivable 200,037.93 

Notes Receivable 9,400.00 

Goodwill 80,000.00 

Inventory 73,230.00 

Plant and Machinery 34,720.00 

Furniture and Fixtures 8,741.00 

Land 2,500.00 

Deficit 183,910.41 

Creditors 141,380.09 

Notes Payable 48,000.00 

Bonds — 1st Mortgage on Plant 100,000,00 

Common Stock 200,000.00 

Prejemd Stock 150,000.00 

Accrued Wages 2,000.00 

639,380.09 639,380.09 

Fig. Ill ^ ■ 

The West 

Statement of 

December 

Assets 

Book Expected 

Value ^ to Realize 

Assets pledged with Jully secured creditors: 

2,000.00 Furniture and Fixtures 1,500.00 

Deduct Jully secured note per contra 1,000.00 500.00 

Assets pledged with partly secured creditors; 

34.720.00 Plant and Machinery, deducted contra, being security 

for 100,000 bonds payable 12,820.00 

Free assets 

43,840.75 Cash (Dijerence in Bank Reconciliation) 36,376.21 

200,037.93 Accounts Receivable 

Good 103,624.76 103,624.76 

Bad 96,413.17 

200,037.93 

80,000.00 Goodwill 80,000.00 

76.230.00 Inventory 67,492.00 

6.741.00 Furniture and Fixtures 4,241,00 

2.300.00 Land 1,500.00 

9.400.00 Notes Receivable 2,080,00 

183,910.41 Deficit 

Total Free Assets 215,813.31 

Deficiency to Creditors 59,748.12 

639,380.09 275,560,09 
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and recommend a course of action. In the meantime application is 
made for a receiver who is to take charge of the business pending the 
decision of the committee. 

An examination discloses the following facts. The common and 
preferred stock issues have been fully paid. A correct bank recon- 
ciliation discloses that the cash amounts to only $36,376.21. The 
amount shown in the trial balance is therefore erroneous. The ac- 
counts receivable include accounts of stockholders, directors, officers, 
and employees; $27,330.00 are barred under the statute of limita- 
tions, and of the balance 40 per cent are worthless. 

It is estimated that in case liquidation is carried out the follow- 
ing shrinkages will occur: Inventory, $8,738.00; plant and machin- 
ery, $21,900.00; land, $1,000.00; furniture and fixtures, $3,000.00; 
notes receivable, $7,320.00. 

Corporation 

Affairs 


Liabilities 

Book Expected 

Value Rank 

Prefewed liabilihes: 

2.000. 00 Wages 2,000.00 

Fully secured liabilities: 

1.000. 00 J^oles Payable, deducted per contra 

Partially secured liabilities: 

100.000. 00 First Mortgage Bonds 100,000.00 

Ijss realizable value of plant and madamry 12,820.00 87,180.00 

Unsecured liabilities: 

45,000.00 Notes Payable 45,000.00 

141,380.09 Creditors 141,380.09 

Net Worth 

200.000. 00 Common Stock 

150.000. 00 Preferred Stock 


639,380.09 273,580.09 


112 
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Furniture and fixtures, having a book value of $2,000.00 and a 
realizable value of $1,500.00, are specifically pledged to secure a 
note payable of $1,000.00. 

Required: (1) A statement of affairs showing what the creditors 
may expect to realize if the business is liquidated, and (2) a defi- 
ciency showing the estimated losses and the distribution of the total 
of such estimated losses. 

The West Corporation 

Deficiency Account 
December 31, 19 — 

Estimated Losses on: Loss to Stockholders: 


Furniture and Fixtures. . . 
Plant and Machinery .... 

Land 

Motes Receivable 

Cash 

Account! Receivable 

Goodwill 

Inventory 

Deficit 

3.000. 00 
. 21,800.00 

1.000. 00 

7.320.00 
7,464.54 

. 96,413.17 

. 80,000.00 

8.738.00 
. 183,910.41 

Common 

Preferred 

Loss to Unsecured Creditors. . , 

. 200,000.00 
. 150,000.00 
59,746.12 


409,746.12 


409,746.12 


Fig. 113 


In this instance the unsecured creditors will receive $186,380.09 
—$59,746.12 =$126,633.97. This amounts to 67.9 cents on the 
dollar. The stockholders will, of course, receive nothing. 

The foregoing statements make no allowance for liquidation 
expenses, which are sometimes considerable. Also, the losses are 
simply estimated, and in actual liquidation are certain to vary from 
the estimates. 

On the basis of this showing the creditors must decide whether 
to liquidate the enterprise or try to place it on an operating basis. If 
they decide to continue operations they will become the owners, 
accepting capital stock in a corporation newly organized to take 
over the business by way of the liquidation of their claims against 
the old corporation. 

If they decide to liquidate they will apply to the proper court for 
a receiver who will take charge of the procedure and pay the debts 
as conditions warrant. 
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In case it is decided to continue the business it may be necessary 
to rehabilitate the enterprise. In this event the receiver, when he has 
made all required adjustments, turns its management over to the 
owners. 

If the concern has committed an act of bankruptcy, as this is 
defined in the national bankruptcy act, the distribution must be 
made in accordance with the provisions of that law. This is given 
detailed consideration in Chapter 17. 

Case 2. The Lipton Company is an established concern engaged 
in the retail business. Owing to reduced profits during the past two 
years the advisability of liquidation is under consideration. A 
special meeting of stockholders is held and at this meeting it is 
decided to employ an accountant to prepare statements, based on 
conservative estimates of the rctilizabie values of assets, setting out 
what the stockholders might expect to realize after paying all debts. 

It is well known that, in case of forced liquidation, the assets of 
an enterprise usually are much less than their book values. In this 
instance, however, somewhat unusual opportunities exist for the 
sale of the company’s assets, so that the stockholders anticipate a 
satisfactory settlement of their equities. 

The trial balance as at December 31, 19 — , after closing, is as 
follows: 


Cash. 

Accounts Receivable . , . . 

Merchandise 

Plant and Sundry Assets 

Capital Stock 

Surplus 

Accounts Payable 


Fig. 114 


4,000.00 

76.000. 00 

24.000. 00 

18.000. 00 

50.000. 00 
2,000.00 

10.000. 00 

62,000.00 

62,000.00 


It is estimated that 90 per cent of the accounts receivable are 
collectible, that merchandise can be sold for $1,000.00 in excess of 
its book value, and that plant and sundry assets will realize 
$17,000.00. 

The statements which follow illustrate certain variations from 
those in Case 1 above. 
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Interested persons sometimes prefer to use a balance sheet in 
reaching similar results, simply noting thereon what may be ex- 
pected in case the assets are liquidated. Circumstances must deter- 
mine whether such informal methods are best, or whether a formal 
statement of affairs, based on a different classification of items, is 
preferable. 

The Lipton Company 
Statement of Affairs 

December 31, 19 — 



Assets 



Liabilities 


Book 


Expected 

Book 


Expected 

Value 


to Kealize 

Value 


to Rank 


Free Assets 



Unsecured Liabilities 


4,000.00 

Cask 

4,000.00 

10,000.00 

Accounts Payable . . . . 

10,000.00 

16,000.00 

Accounts Receivable . 

. 14,400.00 


Net Worth. 


24,000.00 

Merchardise 

. 25,000.00 

50,000.00 

Capital Stock 

. 50,000.00 

1S,000.00 

Plant and Sundry 


2,000.00 

Surplus 

400.00 


Assets 

. 17,000.00 




62,000.00 


60,400.00 

62,000.00 


60,400.00 


Fig. 115 


The Lipton Company 
Deficiency Account 

December 31, 19 — 

Estimated Losses: Estimated Qains: 

Accounts Receivable 1^600.00 Merchandise . 1^000,00 

Plant and Sundry Assets TJJOO.OO Loss to Stockholders 7^600,00 

2,600.00 2,600.00 

Fig. 116 


Receivership and Reorganization 

Nature of Receivership. The principal purpose of receivership 
is to effect the preservation of property pending its ultimate disposi- 
tion. Receivers are appointed by courts of equity; but by statute 
many states have extended the remedial action of receivership to 
subjects lying beyond the original jurisdiction of equity. This exten- 
sion of the scope of receivership applies particularly to insolvent 
corporations. 
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During the past sixty years, which mark the rise of industrialism 
in the United States, the administration of receiverships has become 
one of the most important functions of courts of equity. Receiver- 
ship is sometimes the only solution when large corporations are 
faced with financial collapse. 

The principal legal considerations affecting receivers are sum- 
marized as follows: 

1 . An equity receiver obtains his power from the court, not from 
the parties at whose instance he is appointed. “He acts in behalf of 
no particular interest, but guards the rights of all. Being a mere 
holder, his appointment does not change the title to the property in 
his charge, nor alter any lien or contract” {Pennsylvania Steel Co. v. 
jV. T. City R. Co., 198 Fed. 721). However, as to qualified title, see 
item 7, below. 

2. Where a receiver has been appointed by a state court in the 
domicile of the corporation, the court of another state in which 
corporate property is located, may, when necessary, appoint an 
ancillary receiver. 

3. In conflicts between state and federal courts as to jurisdiction, 
the principle that the court first acquiring jurisdiction retains it 
generally decides the question, in the absence of fraud or collusion 
(Thompson on Corporations, 3d ed.. Sec. 6283). 

4. As to receivers, a well-recognized distinction exists between 
{a) passive receivers who merely preserve the property, collect the 
assets, and report the fund to the court for distribution, and {b) 
active receivers, to whom are given the management of going con- 
cerns. The latter possess powers necessarily much broader than 
those possessed by the former. 

5. As to grounds for appointment of receivers, the following 
principles apply; (a) Prevention of loss before the property or thing 
in controversy can be disposed of by a final decree on the merits 
justifies appointment of a receiver. (3) Mere insolvency does not 
justify a receivership unless there is evidence of waste, fraud, etc. 
(c) Mere misconduct, in the absence of fraud, is not sufficient cause 
for a receivership, {d) Judgment or lien creditors may maintain 
action for a receiver; not simple creditors who have not exhausted 
their legal remedies. 
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6. Property in the hands of a receiver is not subject to levy under 
attachment, execution, or judicial process. To do so is in contempt 
of court. 

7. The receiver takes a qualified title to all property of the cor- 
poration within the court’s jurisdiction; he also has the right of 
possession of such property, as far as the purposes of the receivership 
require. 

Accounting Considerations. There is no prescribed plan or 
method of accounting which a receiver is required to follow. Differ- 
ent plans have been devised with a view to one or both of two ends, 
viz. : (1) the meeting of special requirements peculiar to the property 
in question; (2) the emphasizing of some aspect of the receiver’s 
status. Generalizations regarding the first point are not required; 
the solution must be devised in view of the circumstances. 

As regards the status of the receiver, several plans are available; 

1. The receiver’s qualified title may be emphasized by opening an 
account showing the receiver’s responsibility for the net assets, i.e,, 
the excess of assets over liabilities. The account is entitled Receiver’s 
Equity. This plan treats the estate as being the assets less the claims. 

2. If desired to emphasize the receiver’s responsibility for the 
gross assets, only the assets of the estate are entered on the receiver’s 
Books. The claims are kept in a separate record. The receiver’s 
books are made self-balancing by opening an account with the re- 
ceiver entitled, George Ellis, Receiver. This plan treats the estate as 
the total assets, without regard to the claims. 

3. The third plan of accounting makes the receiver the custodian 
of both stockholders and creditors. This plan requires that the 
equities of both stockholders and bondholders be shown. No account 
is opened with the receiver; instead, creditors are classified and 
listed as approved and unapproved, while the capital stock and 
surplus or deficit accounts are retained until closed out against 
shrinkages and liquidation dividends, or are revised through some 
plan of reorganization. 

4. No changes are made in the books, the capital stock accounts 
and surplus or deficit being allowed to stand until a later date, when 
reorganization or liquidation is decided upon. This plan is prefer- 
able when reorganization is in prospect. 
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Routine Procedure. Th.e routine uccounting procedure in ca.se 
of a receivership having reorganization as its end does not differ 
from the accounting procedure of a solvent going concern. The re- 
ceiver carries on the usual operations while effecting such changes 
in the capital structure as are necessary to enable him to end the 
receivership. Although the receiver may open a new general ledger 
so as to give effect to the changes in certain accounts resulting from 
the receivership, this may be avoided by making certain adjust- 
ments on the old books to bring the account setup into conformity 
with one or other of the plans described above. 

Sometimes, when a receiver takes charge, he finds the records in 
such condition as to render necessary the installation of a satis- 
factory accounting system. 

In any event, it is the receiver’s duty to take an inventory and 
appraisal of all assets taken over. The results of this appraisal will 
enable him to ascertain to what extent the books are to be adjusted, or 
whether they should be abandoned altogether and new books opened. 

When a receiver is appointed he may not know whether reor- 
ganization or liquidation will be the final outcome, because he does 
not know whether he can put the business on a profitable basis, such 
as will satisfy its creditors. The decision in this matter rests with the 
court, which bases its determination on the reports which the 
receiver submits to it. 

If liquidation is the outcome, the receiver will probably be com- 
pelled to dispose of some of the assets for sums far below their book 
values. Consequently, the situation should be carefully studied to 
determine what is likely to be the outcome, and the value of the 
assets fixed accordingly. If reorganization is likely, the assets may be 
carried at their book value, subject to such adjustment thereof as 
may be necessary when the capital structure of the reorganized 
concern is determined. 

In the event, however, that book values are clearly out of line 
with going concern values — values such as might serve as a satis- 
factory basis for profitable operations in the future — the receiver is 
justified in revising them at once. 

Receiver’s Use of Statement of Affairs. The beginning of the 
receivership marks the end of operations under one management 
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and the commencement of operations under the receiver’s manage- 
ment. For that reason the books should be closed, a profit and loss 
statement set up for the period thus closed, and a balance sheet 
prepared as at the closing date. 

Employing the book values shown in this balance sheet, the 
receiver may find it desirable to set up a statement of affairs showing 
what creditors might expect by way of satisfaction of their claims 
were liquidation decided upon. 

However, such formal statements are probably not worth the 
cost of their compilation where liquidation is a foregone conclusion. 
In such cases the receiver proceeds at once with the sale of the assets, 
and a statement of affairs would be of little value. For detailed 
consideration of the statement of affairs, its form and content, see 
page 273. 

Receivership and Reorganization Illustrated. The Brenner- 
Jones Corporation, which was organized about ten years ago to 
manufacture household utilities, has shown consistent losses for the 
last three years. As a consequence its working capital has been 
reduced to a point where it is no longer able to meet interest charges 
on its bonded debt. The interest payment of |3,000.00 on the 
$100,000.00 of outstanding bonds was passed on January 1 of the 
current year. 

Being lien creditors, the bondholders appoint a committee com- 
posed of several of their own number who, after consideration of the 
situation, apply to the proper court requesting the appointment of a 
receiver. A lawyer is employed to prepare the petition for a receiver. 
Therein he states the reasons why a receiver should be appointed, 
namely, to conserve the property until a proper course of action can 
be determined. If, after considering the petition, the court decides 
that the reasons set forth in it are valid, it appoints a receiver and 
instructs him to take charge of the corporation. 

The receiver acts under the court’s orders and subject to its 
supervision. He reports to the court whenever necessary to enable 
the court to exercise its judgment as to policies to be followed in the 
rehabilitation or liquidation of the business. 

The receiver takes over the business on April 1 5 and proceeds to 
close the books for the period January 1-April 15, inclusive. He 
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instructs the bookkeeper to bring all transactions upon the books, 
foot and post all books of original entry, and prepare a trial balance 
of the general ledger, which is as follows: 

The Brenner'Joiies Corporation 

Trial Balance 
A pril 15, 19 — 


Cash in Bank 13.00 

Accounts Receivable 97^400.00 

Accounts Payable 145/000.00 

Bonds, 6 per Cent First Mortgage 100,000.00 

Plant and Equipment 212,000.00 

Raw Materials, Jan. 1 53,000.00 

Goods in Process, Jan. 1 27,400.00 

Finished Goods, Jan. 1 34,000.00 

Furniture and Fixtures 3,000.00 

Capital Stock 200,000. 00 

Reserve Jot Bad Debts 10,000.00 

Reserve Jor Depreciation — Plant and Equipment 30,000.00 

Accrued Bond Interest 3,000.00 

Purchases, Raw Materials 68,000.00 

Sales 88,000.00 

Factory Labor 12,000,00 

Selling Expenses 15,000.00 

Notes Payable 28,000.00 

General and Administrative Expense 6,700.00 

Goodwill 50,000.00 

Deficit 25,487.00 

604,000.00 604,000.00 


Fig. 117 

1, The inventories at April 15 are: 


Raw Materials 48,000.00 

Goods in Process 23,600.00 

Finished Goods 38,000.00 


To permit the proper closing of the books, adjustments should 
be made for the following; 

2. Depreciation on plant and equipment, January 1-April 15, 
$4,940.00. 

3. Depreciation on furniture and fixtures $8.75. 

4. Interest accrued on bonds, months, $1,750.00. 

The working papers, reflecting the necessary adjustments and 
showing operating results and balance sheet, follow; 
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Financial Statements. Below are (a) the statement of profit and 
loss and schedule of cost of goods sold for the period January 1~ 
April 15, 19 — 3 and {h) the balance sheet of the Brenner-Jones 
Corporation as at April 15, 19 — . 


Brenner-Jones Corporation 
Statement of Profit and Loss 

For Period Jan. 1— April 15, 19 — 




88,000.00 

Less Cost qJ Goods Sold (Schedule 1) 


89,740.00 

Gross Profit (Deficit) 

Selling^ General and Administratioe Expenses: 


1,740'.W 

Selling Expenses 

15,000.00 


General and Administration Expense 

6,700.00 


Depieciation 

S.75 


Bad Debts 

2,000.00 

23,708.75 

Operating Loss 


25,448~7S 

Intel est Expense 


1,750.00 

Net Loss Period Jan. 1- April 15, 19 — 


27,198.75 

Fig. 119 



Schedule I 



Brenner-Jones Corporation 



Statement of Cost of Goods 

Sold 


For Period Jan, 1— April 15, 19 — 



Materials Put into Process: 



Purchases — Raw Materials 

68,000.00 


Add Decrease in Raw Materials Inventory. 

Manufacturing Costs: 

5,000.00 

73,000.00 

Labor . . 

12,000.00 


Depreciation 

4,940.00 

16,940.00 

Cost of Goods Put into Process 

Decrease in Goods in Process Inventory 

3,800.00 

89,940.00 

Increase in Finished Goods Inventory 

4,000.00 

200.00 



89,740.00 


Fig. 120 


Statement of AflFairs. The showing for the months ended 
April 15 is so poor that the receiver believes it unwise to proceed in 
an effort to rehabilitate the enterprise without first presenting to the 
creditors a statement showing what they might expect to realize 
were the business liquidated. For this purpose he prepares a state- 
ment of affairs, based on what it is estimated the assets will realize. 
See Fig. 122. 
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Decision of Creditors. A meeting of the creditors is held at 
which it is decided to permit the receiver to operate the business 
until the end of the current year. 

It is believed that by redueing the inventories of raw materials 
and finished goods and by enforcing collection of past due customers’ 
accounts the cash position of the company can be improved. 

The profit and loss statement shows that manufacturing costs are 
ridiculously high. The receiver is instructed to concentrate atten- 
tion on the buying of raw materials with a view to reducing costs. 

It is understood that: (a) If the operations for the balance of the 
year are wholly unsuccessful, the business will be liquidated, {b) If 
the operations for the balance of the year are partially successful, 
but the company is not placed in a position permitting it to pay 
interest on its bonds, a plan of recapitalization will be worked out. 
(f) If the operations are wholly successful the present capitalization 
will remain undisturbed. 

In event of (a) the procedure is as explained (i.e., liquidate). In 
event of (c) no reorganization is required. In event of {b) the proce- 
dure is worked out along lines somewhat as follows: 

Recapitalization. The results for the year indicate that the 
possibilities are good if the Brenner-Jones Corporation can be 
recapitalized to eliminate the fixed interest charge on the bonds and 
reduce by a material amount the current vouchers payable. It is 
always difficult to secure an agreement among conflicting interests 
of stockholders, bondholders, and unsecured creditors. The proce- 
dure is for each group to appoint a committee to look after its 
interests by explaining to the court why a proposed plan of reorgan- 
ization may be unfair. 

In the end the court authorizes the receiver to proceed witdi a 
plan which it believes best for all interests under the circumstances. 
Nonassenting creditors and stockholders ultimately receive such 
consideration as the corporation may care to accord them. 

After due consideration it is determined to proceed as follows, 
the reorganization to be accomplished as at December 31, 19 . 

The accounts payable at December 31 amount to $166,000.00. 
These creditors agree to accept preferred stock, $83,000.00, in 
settlement of one-half of their claims. 
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Fig. 124 
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The holders of the notes payable agree to accept new 6 per cent 
preferred stock dollar for dollar in full settlement of their claims. 

The common stockholders agree to accept in full settlement of 
their claims new no-par common stock, share for share, each share 
of such stock to be given a value of 3f50.00, as contrasted with the 
8100.00 par value of the old common stock. The difference is to be 
adjusted against the Goodwill and Deficit accounts. 

The bondholders agree to accept new 6 per cent preferred stock 
in full settlement of their claims, accrued interest to be paid in cash. 

The balance sheet of the Brenner-Jones Corporation at De- 
cember 31, 19 — , before reorganization, is shown in Fig. 123. 

The following entries reflect the effects of the reorganization on 
the books: 


Dtc. 31, 19— 

Interest Accrued on Bonds 

Accounts Payable 

Notes Payable. 

Common Stock (Old) 

Bonds, 6 per Cent . ... 

Common Stock (No Par) . ... . 

Goodwill 

Deficit (Surplus) 

Preferred Stock 

Cash 

To effect reorganization per court order. 


9,000.00 

53.000. 00 

28.000. 00 
200,000 00 
100,000.00 


loojooo.oo 

50,000.00 

50.000. 00 

211.000. 00 
9,000.00 


The balance sheet after reorganization is shown in Fig. 124. 

The reorganization improves the working capital position of the 
corporation and removes the fixed interest charge on bonds. Good 
operating management is thus placed in a position enabling it to 
proceed with much better prospects of success. 
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FIDUCIARY ACCOUNTING 


Receivership and Liquidation 

Liquidation. Explained. By liquidation is meant the termina- 
tion, or winding up, of a business. This is accomplished by disposing 
of the assets for cash and paying the funds thus acquired to creditors 
in the form of one or more liquidating dividends. The proprietors 
share in the dividends only after the creditors have been paid in full. 

Liquidation may require years for its consummation because of 
the slowness with which some assets can be converted into cash. 

Liquidation may be a foregone conclusion at the time the 
receiver is appointed; or it may be decided upon as the best plan to 
pursue only after the receiver has unsuccessfully attempted to 
place the business on a going concern basis. 

Accounting Considerations, If a concern is to be liquidated, 
the receiver’s accounts must show such facts as are necessary to 
enable him to make the reports required by the court, as well as to 
render a detailed explanation of his stewardship to interested parties. 

As in case of a receivership which is followed by reorganization, 
there are several possibilities as regards the plan of accounting 
which the receiver may pursue. 

He may continue the old books in operation or he may open 
new books. If he opens new books, he may keep them in two divi- 
sions — one for the estate and one for the claims. Or he may bring 
the claims upon the books only as they are approved. The plan of 
keeping the accounts in two divisions is perhaps as satisfactory as 
any, and will be adhered to in the illustration which follows. 

These two divisions may consist of two sections of the same 
ledger, the first section for the estate and the second section for the 
claims. 

One journal may be used as a posting medium for both sections 
of the ledger, or, if desired, separate journals may be employed. 
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Status of Assets. The book value of the assets is not of much 
practical significance when liquidation is in prospect. If the re- 
ceiver takes the assets on his books at book value he is almost certain 
to show heavy losses in liquidation. It is therefore to his advantage 
to show the assets at such figure as it is conservatively estimated they 
will realize. 

However, book values are sometimes used, the receiver starting 
out with a trial balance drawn from the ledger. In some instances, 
the condition of the books should be permitted to determine which 
plan to pursue. If the books have been properly kept there is more 
reason why the receiver should take over the assets at book value 
than where they have been kept poorly. 

Status of Liabilities. The chief reason for treating liabilities of 
a liquidating concern separately is tliat, before being paid, they 
must be approved by the court. After approval, they are classified 
as either (a) common claims allowed, or (b) preferred claims allowed. 

A preferred claim is one which, for some reason, the court 
requires to be paid before others are allowed. All others are com- 
mon claims. 

Since the claims to be presented are not known to the receiver 
at the commencement of the receivership, there arc two alternative 
plans of procedure, as follows: 

1. Enter all known claims on the claims division of the ledger by 
an entry, as follows: 

Bstale of Company X in Receivership 

Unproved Claims 

To take up all known claims against the corporation. 

Under this plan, as claims are allowed by the court, the Un- 
proved Claims account is debited and Approved Claims account 
is credited. Claims must be submitted to the court for approval 
before this entry is made. 

2. Enter claims on the books only as approved. Under this plan 
the approved claims are entered as follows: 

Estate of Company X in Receivership — 

Preferred Claims Approved 

Common Claims Approved 

To bring approved claims upon the bookSf the charge being to the 
estate. 
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Illustration. The trial balance of the Eastern Lumber Company 
on December 31, 19 — , is as follows: 


Cash 

Accounts Receivable 

Inventory 

Unexpired Insurance 

Land and Timber 

Plant and Equipment 

Capital Stock 

Surplus 

First Mortgage Bonds, 6 per Cent 
Bond Interest Accrued — 6 Months 

Preferred Claims 

Unsecured Creditors 


Fig. 125 


2 , 500.00 

22 . 300.00 

47 . 700.00 
300.00 

572 . 000 . 00 

357 . 000 . 00 

400 . 000 . 00 

257 . 000 . 00 

200.000. 00 
6,000.00 

36 , 500.00 

95 , 700.00 

989 , 200.00 989 , 200.00 


The company is unable to meet its current obligations. The 
Buehler Trust Company is appointed receiver, effective January 1 , 
19 — . The receiver’s transactions for 19 — are summarized below: 


Logs Bought for Cash. . 
Logs Bought on Account 
Expenses of Operation. ■ 

Salaries 

Taxes 

Selling Expenses 

Demurrage 

General Expense 


4 . 500.00 

4 . 000 . 00 
200,100.00 

75 . 000 . 00 

2.000. 00 

12.000. 00 
400.00 

5 . 700.00 


All paid in cash, including accounts payable incurred, 14,000.00, 
for logs bought on account. 

An allowance of $40,000.00 was made for depletion of stumpage 
cut, this amount being credited to Land and Timber account. 

Interest was paid in full on bonds to December 31, 19 — . 

Outstanding bonds were reduced to $185,000.00 on December 
31, 19 — , by paying off $15,000.00 at par. 

Gross sales for year, $470,000.00, of which $400,000.00 has been 
received in cash in settlement of account. 

The accounts receivable at December 31, 19 — , realized 


$21,000.00 net. 

Yearly depreciation of $15,000.00 was allowed on plant and 
equipment. 

Unexpired insurance on December 31, 19 — , amounted to 
$150.00. Inventory was $35,000.00. 
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Required: (a) opening journal entries on receiver’s books; (i) 
journal entries for all transactions; (c) realization and liquidation 
account; {d) profit and loss account. 

Assuming that separate records are to be kept for assets and 
claims, the entry on the journal for the assets is: 


Jan. 1, 79— 

Cash 2^500.00 

Accounts Receivable 22^300.00 

Inventory 47,'IOO.OO 

Unexpired Insurance 300.00 

Land and Timber 572^000.00 

Plant and Equipment 357^000.00 

Estate of Eastern Lumber Company in Receivership 989^200.00 

To open asset accounts on receiver's books. 


The liabilities are brought upon the books by a journal entry, 
as follows: 


Jan. 1, 79— 

Estate oj Eastern Lumber Co. in Eeceiveri/iip 

Unproved Claims 

To record debts oj Eastern Lumber Co. at beginning of receivership 
as jollows; 

First Mortgage Bonds (6 per cent) 

Bond Interest Accrued 

Preferred Claims 

Unsecured Creditors 


338,200.00 

338,200.00 


200,000.00 

6,000.00 

36.500.00 

95.700.00 


A distinction between liabilities existing at the time the receiver 
takes charge and those incurred by the receiver is of importance. 
To emphasize this distinction, all liabilities incurred by the receiver 
will be recorded in the asset division of the ledger. Such debts must 
be paid in preference to all others. 

The transactions for tire year are journalized thus: 


(0 


Logs Purchased 

Expenses of Operation 

Salaries 

Taxes 

Selling Expenses, 

Demurrage 

General Expense 


8.500.00 
200,700.00 

75.000. 00 

2.000. 00 
72,000.00 

400.00 

3.700.00 

% 

Cash 



243,700.00 

Tear's Expenditures. 

Depletion 

Land and Timber 

( 3 ) 

40,000.00 

40,000.00 


Allowance for depletion. 
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UnpToved Claims 

Common Claims Approved 

Interest accrued ami unpaid at December 31 y IQ — . 
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G,ooom 

GyOoom 


Unproved Claims 

Common Claims Approved 

Bonds approved jar redemption. 

{ 5 ) 

Unproved Claims 

Preferred Claims Approved. 

Preferred claims approved. 

( 6 ) 

Common Claims Approved 

Preferred Claims Approved 

Cash 

Payment of claims approved. 

(7) 

Interest Expense 

Cash 

Current interest on bonds. 

( 8 ) 

Cash 

Aecomts Receiuabte 

Sales 

Sales for vear. 

O) 

Cash 

Low on Liquidation 

Accounts Receivable (Old) 


For accounts realized. 

(10) 

Depreciation Expense 


Reserve for Depreciation 


Yearly allowance. 

(ri) 

Insurance Expense 


Unexpired Insurance 


Yearly allowance. 

(12) 

Inventoryy Dec, 31y 19 — 



Inventory, Dec. 31, 19 — 

To bring closing inventory on books. 


15,000.00 

15,000.00 


36,500.00 

36,500.00 


21,000.00 

36,500.00 

57,500.00 


12,000.00 

12,000.00 


300,000.00 

70,000.00 

470,000.00 


21,000.00 

1,300.00 

22,300.00 


15,000.00 

15,000.00 


150.00 

150.00 


35,000.00 

35,000.00 


The receiver’s opening trial balance, his transactions for the 
year, and adjusting and closing entries and balance sheet as at 
December 31, 19 — , are shown on the accompanying working 
paper. From the data shown on this working paper the receiver pre- 
pares such statements as are required by the court, also such reports 
as he desires to submit to creditors. These reports necessarily vary 



Eastern Lumber Company in Receivership 
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in character with varying circumstances and with the requirements 
of the court. Essentially, however, the receiver’s report should con- 
sist of a statement explaining in detail the progress made in the 
liquidation of the estate, and also, if he is an active receiver, a state- 
ment setting forth the results of operations. Other statements, such 
as one showing cash receipts and disbursements, may be required. 

Statements to Court. The following plan of statements to be 
submitted to the court is suggestive only. It should be altered to 
meet varying conditions. 


Eastern Lumber Company in Receivership 
Charge and Discharge Statement 
Y ear Ended Dec. 31, 19 — 

Receiver Charges Himself with; 

Assets Taken Over: 


Cash 

Accounts Receivable (Old) 

Inventory, Dec, 31, 19 — 

Unexpired Insurance 

Land and Timber 

Plant and Equipment 

Operating Profit: 

Tear Ended Dec, 31, 19 — , . 

2,500.00 

22.300.00 

41.100.00 
300.00 

572.000. 00 

351.000. 00 

153,650.00 

1,142,850.00 

Receiver Credits Himsejf witli; 

Liabilities Assumed: 

Unproved Claims 

Loss on Realization 

Accounts Receivable {Old) Uncollectible 

338,200.00 

1,300.00 

339,500.00 

Balance, Estate of Eastern Lumber Company, Dec, 31, 19 — • 
(aj per Schedule I) 


803,350.00 


Fig. 127 

Eastern Lumber Company in Receivership 
Schedule I 


Balance Sheet 

December 31, 19 — 


Cash $ 110,900.00 

Unexpired Insurance. , . . 150.00 

Accounts Receivable 

(New) 70,000.00 

Inventory, Dec. 31 35,000.00 

Land and Timber 532,000.00 

Plant and Equipment . . . 351,000.00 


$1,099,050.00 


Unproved Claims $ 280,700.00 

Estate of Eastern Lumber 

Go., in Receivership. . . 803,350.00 

Reserve for Depreciation 
on Plant and Equip- 
ment 15,000.00 


$1,099,050.00 


Fig. 128 
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£asterii Lumber Company in Receivership 
Schedule II 

Statement of Profit and Loss 

Year Ended Dec. 31, 19 — 


Sales 

Deduct Expenses: 

Inventory Variation 8,100.00 

Logs Purchased 8,500.00 

Operating Expenses 200, 100. 00 

Salaries 75,000.00 

Taxes 2,000.00 

Selling Expenses 72,000.00 

Demurrage 400.00 

General Expense 5,100.00 

Depletion 40,000.00 

Interest 72,000.00 

Depreciation 75,000.00 

Insurance 150.00 

Operating Profit 

Liquidation Loss 


Net Increase in the Estate 

Fig. 129 


470,000.00 


378.350.00 

753.850.00 
7,300.00 

752.350.00 


The foregoing statements constitute an interim report, to be 
followed by one or more of similar character. The final report is 
made at the time the receiver completes his work as liquidator of 
the business. 


Bankruptcy 

Receivers and Trustees in Bankruptcy. A receiver in bank- 
ruptcy is one who is appointed in accordance with the provisions of 
the bankruptcy laws. This kind of receivership usually follows the 
filing of a voluntary or involuntary petition in bankruptcy under 
the Federal Bankruptcy Act of 1898, as since amended. The 
receiver in bankruptcy acts to preserve the estate until the trustee 
is appointed. 

Involuntary Petition in Bankruptcy. In accordance with the 
provisions of the Federal Bankruptcy Act, an involuntary petition 
in bankruptcy may be filed if the bankrupt has, within four months 
prior to the filing of the petition, been guilty of one or more acts 
designated as acts of bankruptcy, viz.: 



302 Modern Practical Accounting — Advanced 

a) Conveyed, transferred, concealed, or removed, or permitted 
to be concealed or removed, any part of his property with intent to 
hinder, delay or defraud his creditors, or any of them; or 

b) Transferred, while insolvent, any portion of his property to 
one or more of his creditors with intent to prefer such creditors over 
his other creditors; or 

c) Suffered or permitted, while insolvent, any creditor to obtain 
a preference through legal proceedings, and not having at least five 
days before a sale or other disposition of any property affected by 
such preference, vacated or discharged such preference; or 

d) Suffered or permitted, while insolvent, any creditor to obtain 
through legal proceedings any levy, attachment, judgment, or other 
lien, and not having vacated or discharged the same within thirty 
days from the date such levy, attachment, judgment, or other lien 
was obtained; or 

e) Made a general assignment for the benefit of his creditors; or 
while insolvent, a receiver or a trustee has been appointed, or put in 
charge of his property; or 

/) Admitted in writing his inability to pay his debts and his 
willingness to be adjudged bankrupt on that ground. 

Voluntary Petition in Bankruptcy. A voluntary petition in 
bankruptcy may be filed by any person or company, excepting 
municipal, railroad, insurance, or banking corporations. 

Insolvency Defined. Under the Federal Bankruptcy Act, in- 
solvency is a condition where the total debts of a concern exceed its 
total assets, taken at a fair valuation. 

Referee and Trustee. The Federal Bankruptcy Act provides 
for both a trustee and a referee as officers required to administer 
bankrupt estates. 

Section 39 describes the duties of the referee as follows; 

Referees shall: 

1. Declare dividends and prepare and deliver to trustees 
dividend sheets showing the dividends declared and to whom 
payable. 

2. Examine all schedules of property and lists of creditors filed 
by bankrupts and cause such as are incomplete or defective to be 
amended; 
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3. Furnish such information concerning the estates in process of 
administration before them as may be requested by the parties in 
interest. 

4. Give notices to creditors as herein provided. 

5. Make up records embodying the evidence, or the substance 
thereof, as agreed upon by the parties in all contested matters 
arising before them, whenever requested to do so by either of the 
parties thereto, together with their findings therein, and transmit 
them to the judges. 

6. Prepare and file the schedules of property and lists of creditors 
required to be filed by the bankrupts, or cause the same to be done, 
when the bankrupts fail, refuse, or neglect to do so. 

7. Safely keep, perfect, and transmit to the clerks the records, 
herein required to be kept by them, when the cases are concluded. 

8. Transmit to the clerks such papers as may be on file before 
them whenever the same are needed in any proceeding in courts, 
and in like manner secure the return of such papers after they have 
been used, or, if it be impracticable to transmit the original papers, 
transmit certified copies thereof by mail. 

9. Upon application of any party in interest, presen’e the evi- 
dence taken or the substance thereof as agreed upon by the parties 
before them when a stenographer is not in attendance. 

10. Whenever their respective offices are in the same cities or 
towns where the courts of bankruptcy convene, call upon and 
receive from the clerks all papers filed in courts of bankruptcy 
which have been referred to them. 

Section 47 describes the duties of the trustee as follows: 

Trustees shall respectively; 

1 . Account for and pay over to the estates under their control all 
interest received by them upon property of such estates. 

2. Collect and reduce to money the property of the estates for 
which they are trustees, under the direction of the court, and close 
up the estate as expeditiously as is compatible with the best inter- 
ests of the parties in interest; and such trustees, as to all property in 
the custody or coming into the custody of the bankruptcy court, 
shall be deemed vested with all the rights, remedies, and powers of 
a creditor holding a lien by legal or equitable proceedings thereon ; 
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and also, as to all property not in the custody of the bankruptcy 
court shall be deemed vested with all the rights, remedies, and 
powers of a judgment creditor holding an execution duly returned 
unsatisfied. 

3. Deposit all money received by them in one of the designated 
depositories. 

4. Disburse money only by check or draft on the depositories in 
which it has been deposited. 

5. Furnish such information concerning the estates of which they 
are trustees and their administration as may be requested by 
parties in interest. 

6. Keep regular accounts showing all amounts received and 
from what sources and all amounts expended and on what accounts. 

7. Lay before the final meeting of the creditors detailed state- 
ments of the administration of the estates. 

8. Make final reports and file final accounts with the courts 
fifteen days before the day fixed for the final meeting of the creditors. 

9. Pay dividends within ten days after they are declared by the 
referees. 

10. Report to the courts, in writing, the condition of the estates 
and the amounts of money on hand, and such other details as may 
be required by the courts, within the first month after their ap- 
pointment and every two months thereafter, unless otherwise 
ordered by the courts. 

11. Set apart the bankrupt’s exemptions and report the items 
and estimated value thereof to the court as soon as practicable after 
their appointment. 

Referees hold office continuously, being appointed by the courts 
for a term of years. Trustees, on the other hand, are appointed by 
the creditors to administer particular estates, and serve only during 
the time required to administer the affairs of a given estate. 

Section 44 of the Federal Bankruptcy Act provides: 

The creditors of a bankrupt estate shall, at their first meeting 
after the adjudication or after a vacancy has occurred in the office 
of the trustee, or after an estate has been reopened, or after a com- 
position has been set aside or a discharge revoked, or if there is a 
vacancy in the office of trustee, appoint one trustee or three trustees 
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of such estate. If the creditors do not appoint a trustee or trustees as 
herein provided, the court shall do so. 

Corporations may act as trustees, if qualified. Trust companies 
are usually equipped to do this kind of work. 

Accounting Procedure. Since the administration of a bank- 
rupt estate falls largely on the trustee, the accounting procedure 
must be devised to present a record of his activities. This procedure 
is similar to that already explained for receivers, since in both in- 
stances an estate is being accounted for, and perhaps liquidated. 

The ledger may be divided into an estate section and a claims 
section, although it is not necessary, by law, to keep any record of 
claims, except as they are paid. The duty of certifying to whom 
dividends shall be paid falls on the referee. Should the trustee wish 
to keep a record of claims, he should see that such record agrees 
with records kept by the referee. 

In accounting for bankrupt estates the use of the term Prejerred 
Creditors should be avoided when referring to creditors entitled to 
priority of payment, because this expression is also used to refer to 
creditors who have been given a preference by the bankrupt prior to 
the bankruptcy proceedings. 

Illustration. The Smithton Corporation has committed an act of 
bankruptcy and Aaron Gould has been appointed receiver to pre- 
serve the property pending bankruptcy proceedings. The company 
is adjudicated a bankrupt and Gould is appointed trustee to wind 
up its affairs. The schedules of assets and liabilities are as follows : 


Assets 

Cash 2,500.00 

Notes Receivable 20,000.00 

Accounts Receivable 35,000.00 

Land 15,000.00 

Buildings 27,600.00 

Furniture and Fixtures 3,000.00 

Merchandise 11,700.00 

114.800.00 

Liabilities 

Creditors Entitled to Priority; 

JiTages 1,600,00 

Taxes 2,000,00 

Unsecured Creditors 330,000.00 

333.600.00 


Fig. 130 
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A summary of the trustee’s transactions follows: 

Receipts; 

Balance 2,500.00 

Notes Receivable Collected 15^00000 

Accounts Receivable Collected 27^QQQ,0Q 

Land and Buildings Sold 36,000.00 

Furniture and Fixiwes Sold 7,500.00 

Merchandise Sold 8,000.00 

^o,ooom 

Payments: 

Priority Creditors 3,600.00 

Legal Expenses 600.00 

Rejeiee's Costs 900.(K) 

Trustee's Expenses 7 ^ 700.00 

Dividends to Unsecured Ci editors 83 800,00 


90,000.00 

Fig- 131 ■ 

The entry to open the estate ledger follows: 


Cash 2,500.00 

Notes Receivable 20,000.00 

Accounts Receivable 35,000.00 

Land 15,000.00 

Buildings 27,600.00 

Furniture and Fixtures 3,000.00 

Merchandise 11,700.00 

Estate oj Smithton Company in Bankruptcy 114,800.00 


The transactions for the year are summarized in the following 
journal entries. 


Cash . 

Gain and Loss on Realization 

Notes Receivable 

(0 

15,000.00 

5,000.00 

20,000.00 

Cash 

Gain and Loss an Realization 

Accounts Receivable 

(2) 

27,000.00 

8,000.00 

35,000.00 

Cash 

Gain and Loss on Realization 

Land and Buildings 

(■?) 

36,000.00 

6,600.00 

42,600.00 

Cash . 

Gain and Loss on Realization 

Furniture and Fixtures 


1,500.00 

1,500.00 

3,000.00 

Cash . . 

Gain and Loss on Realization . 

Merchandise 

(5) 

8,000.00 

3,700.00 

11,700.00 
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( 6 ) 

Priority Creditors 

Cash 

( 7 ) 

Legal Expenses 

Cash 

(S) 

Rejeree's Costs 

Cash 

( 9 ) 

Trustee's Expenses 

Cash 

(70) 

Dividends to Unsecured Creditors 

Cask * . . 
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3,600.00 

3,600.00 

600.00 

600.00 

900.00 

900.00 

1,100.00 

1,100.00 

83,800.00 

83,800.00 


After the foregoing entries are posted, a trial balance of the 
trustee’s ledger appears as follows; 


Gain and Loss on Realization 24,800.00 

Priority Creditors Paid 3,600.00 

Legal Expenses 600.00 

Rejeree's Costs 900.00 

Trustee's Expenses 1,100.00 

Dividends to Unsecured Creditors 83,800.00 

Estate of Smithton Corp. in Bankruptcy 114,800.00 


114,800.0 0 114,800.00 

Fig. 132 


The following entry closes the trustee’s books; 


Estate of Smithton Corporation in Bankruptcy 114,800.00 

Gain arui Loss on Realization 24,800.00 

Priority Creditors Paid 3,600,00 

Legal Expenses 600.00 

Trustee’s Costs 900.00 

Trustee's E.xpenses 1,100.00 

Dividends to Unsecured Creditors 83,800.00 

To close. 



Chapter 18 

LIABILITIES 


Liabilities will be regarded as falling into three groups, namely; 
(1) current, (2) contingent, (3) fixed. 

Generally speaking, current liabilities are those which mature 
within one year. Contingent liabilities are those which represent 
potential future debts which become real debts only in the event 
that the contingencies on which they are conditioned become real. 
Contingent liabilities exist only where information available at the 
present time indicates that future events may cause them to become 
actual liabilities. Fixed liabilities are those whose maturity dates 
fall more than one year in the future. These arc illustrated by bond 
issues and mortgages. Detailed consideration of the three classes of 
liabilities follows. 


Current Liabilities 

Theory of Current Liabilities. The classification of debts into 
current, fixed, and possibly contingent is based on certain theories 
relative to the origin and nature of debts. Current liabilities must be 
paid through the conversion of merchandise into cash either di- 
rectly, or indirectly through its conversion first into accounts 
receivable. The cash which is provided by the process of liquidating 
merchandise through sales must always be sufficient to pay maturing 
current obligations. In case of manufacturing, the procedure is essen- 
tially the same as in case of merchandising, although the process 
may consume a somewhat longer period of time owing to the fact 
that merchandise must be manufactured before it can be sold. 
Naturally the debts incurred in the purchase of raw materials or 
merchandise should be paid ordinarily in less than a year’s time 
from the date they arc incurred, since such materials or merchandise 
are usually disposed of in much less than one year, thus making 
available the cash required for their liquidation. 
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It is evident that some enterprises are able to accomplish a 
considerable amount of financing of their purchases of raw ma- 
terials or merchandise by taking advantage of the fact that there is 
always outstanding a considerable amount of current liabilities 
which in effect is a permanent debt since it is being constantly 
renewed. Thus, if the outstanding current liabilities average 
$3,000.00, it is evident that this amount of capital is being provided 
by the creditors of the enterprise. As long as current liabilities are 
paid according to the terms of the purchase agreement no objection 
can be made to this method of financing. In reality, the financing 
thus accomplished is paid for in the form of higher prices than would 
be paid were all purchases made on a strictly cash basis. Likewise, 
It is evident that where the cash discount terms are taken advantage 
of, the purchase price is in effect less than where the discounts are 
not taken. As a rule, it is more profitable to take all cash discounts 
and provide the additional capital required than to permit creditors 
to assist in financing purchases by failing to take the cash discounts 
which they offer. 

It is evident that any satisfactory treatment of current liabilities 
must take into consideration the character and classification of the 
current assets. Consideration of the balance sheet of a given enter- 
prise always involves the determination of its working capital posi- 
tion, which is the excess of the current assets over the current lia- 
bilitifes; also the current ratio, that is, the ratio of current assets to 
current liabilities, must be considered. Thus, a current ratio of 2 to 
1 might or might not be satisfactory, depending upon the character 
and classification of both the current assets and the current liabilities. 
In Fig. 133 is shown the classification of current liabilities suggested 
in the pi o forma balance sheet suggested by the Federal Reserve Board. 

The classification of current liabilities shown in Fig. 134 should 
be regarded as suggestive rather than definitive for a particular 
enterprise. Thus under the head of secured liabilities there are in 
many instances no such items. Likewise under the head of unsecured 
notes there usually are not as many types as shown in the outline. As 
a rule accounts payable past due are not indicated in commercial 
balance sheets, although this is possibly a desirable trend. Under 
the head of arcnied liabilities accruals should be separately shown. 
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Notes and accounts payable: 

Secured liabilities 

Obligations secured by 

Customers’ accounts assigned to the amount of 
Liens on inventories 
Securities deposited as collateral 
Other collateral 
Unsecured notes 

Acceptances made for purchases of merchandise or raw material 

Notes given for purchases of merchandise or raw material 

Notes given to banks for borrowed money 

Notes sold through brokers 

Notes given for machinery, plant additions, etc. 

Notes due to stockholders, olBcers or employees 
Unsecured accounts 

Accounts payable for purchases (not yet due) 

Accounts payable for purchases (past due) 

Accounts payable to stockholders, ofltcers, or employees 
Accrued liabilities (interest, taxes, wages, etc.) 

Other current liabilities (describe fully) 

Total current liabilities 

Fig. 133 

such as interest accrued, taxes accrued, wages accrued, and so on. 
The setup shown in Fig. 134 is such as is found in the average 
actual balance sheet. 

Bank overdrafts 

Accounts payable (trade creditors only) 

Notes payable — trade 

Notes payable — miscellaneous 

Accrued liabilities (wages, taxes, etc.) 

Notes payable to officers, stockholders, and employees 
Other current liabilities 

Fig. 134 


Detailed consideration of the more important types of current 
liabilities follows: 

Bonds, Only those bonds which mature within one year and for 
which no sinking fund provision has been made should be transferred 
to the current liability section of the balance sheet. It is only where 
no sinking fund has been provided that working capital will be 
reduced through the redemption of the bonds. The reduction in the 
working capital occurs, not when the bonds are paid, but when they 
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are ti'ansferred from the fixed liability section to the current liability 
section of the balance. To illustrate, assume that current assets 
amount to $300,000.00 and current liabilities to $200,000.00, thus 
creating a working capital of $100,000.00. Bonds payable to the 
amount of $50,000.00 are transferred from the fixed liability divi- 
sion to the current liability division because their maturity date is 
less than one year in the future. This reduces working capital from 
$100,000.00 to $50,000.00 and this reduction in working capital will 
exist after the bonds have been paid off. Where arrangements are 
being made for the refunding of an issue of outstanding bonds there 
appears to be no need to transfer these to the current liability sec- 
tion of the balance sheet, since the refunding procedure will defer 
the maturity date of the bonds for another term of years. 

In this connection it should be noted that where a sinking fund 
is established to liquidate a bond issue and where at the same time a 
reserve for depreciation is set up to provide for the replacement of 
the assets which the bonds were issued to finance, double provision 
is made for replacement. If a sinking fund is established the bonds 
should not be transferred to the current liability section, whether or 
not provision for depreciation is made. If, however, a sinking fund is 
not established the bonds should be transferred to the current 
liability section as they approach maturity date, whether or not a 
depreciation reserve is established. This is because the provision for 
depreciation results in an increase in working capital out of which, 
in the absence of a sinking fund, the liquidation of the bonds must 
be accomplished. 

Bond Interest. As a rule, interest on bonds must be paid out of 
the current funds of the corporation, since provision is not made in 
the sinking fund for it. It is customary to show the amount of the 
interest accrued by making a journal entry as of the day the 
interest matures; thus, if a corporation has outstanding an issue of 
$1,000,000.00 of 6 per cent bonds the semiannual interest thereon 
amounts to $30,000.00. If this is due on September 1 and March 1, 
respectively, the entry required at either date is as follows: 

Interest Expense 30,000.00 

Accrued Interest Payable 30,000.00 

For amount oj interest matured on 6 per cent fast mortgage bonds 
as at Sept. I {or March 1). 
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Since it is customary to have the matured coupons handled by 
some independent agency, such as a trust company, it is necessary 
to write a check for the amount of the interest, the check being 
made payable to such agency. In case of the illustration already 
given, the entry for this check, in journal form, would be: 

Accrued Interest Payable 30^(K)0.00 

Cash 30,000.00 

For payment to coupon agent to cover interest due on Tst mortgage 
bonds due Sept. 7 {or March 7 ). 


Accounts Payable. The obligations known as accounts payable 
are those which usually arise out of the purchase of raw materials, 
merchandise, and supplies on credit. Such debts are self-liquidating 
and should be distinguished from other debts which are not self- 
liquidating, such, for example, as debts incurred for the purchase of 
equipment and furniture and fixtures. Purchases of the latter type 
reduce the working capital because the charge is to some fixed asset 
account; on the other hand, the purchase of raw materials or 
merchandise does not affect the amount of the working capital. 
Accounts payable which are not self-liquidating should be shown in 
a separate account entitled Accounts Payable (other than trade). 

In connection with the consideration of accounts payable, cash 
discounts require treatment. As a rule, a cash discount is a deduction 
of 2 per cent offered to the purchaser on condition that he pay the 
bill within 10 days from the date of the invoice. Thus, if A purchases 
goods from C, $200.00, terms, 2 per cent, 10 days, the entry on the 
date the goods are received is, according to prevailing accounting 
procedure, as follows: 

Purchases 200.00 

Accounts Payable . 200.00 

When the goods are paid for, and if the discount is taken, the 
customary entry is: 


Accounts Payable 

Cash 

Discount on Purchases 


200.00 


19B.00 

4.00 


Under this procedure the merchandise purchased is entered on 
the books of the buyer and the cash discount is regarded as a profit 
of the period in which the purchase is made. It is evident that this 
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procedure is not strictly in accordance with the facts. The true cost 
of the merchandise is not $200.00 but $196.00, the discount being a 
reduction from the invoice price to encourage prompt payment. 
Two per cent for 1 0 days is much in excess of any normal rate of inter- 
est, and such excess may be considered as the amount which the 
seller is willing to sacrifice in order to avoid the risk of carrying the 
account. In view of these considerations, the true character of cash 
discounts is illustrated in the following entries. 

At time of purchase: 


Purchases 196.00 

Discount on Purchaser Allowable 4^00 

Accounts Payable 200.00 


If the purchaser pays within the discount period the entry is: 


Accounts Payable 200.00 

Discount on Purchases Allowable 4_0Q 

Cash m.OO 


If the purchaser does not take advantage of the discount the 


entry is: 

Accounts Payable 2OO.,(X0 

Cash 200.(20 


It is evident that discounts which the purchaser fads to take will 
accumulate on the debit side of the Discount on Purchases Allow- 
able account. At the end of the accounting period the balance in this 
account, less whatever amount relates to purchases upon which the 
discount period is not yet expired, should be treated as expense. 

Notes Payable. Where notes or acceptances are customarily 
employed in making purchases they may be an important item of 
the current liabilities. In other instances, notes payable may be used 
in borrowing from banks. As a rule, one or more of the following 
items of notes payable will be found in the manufacturing or com- 
mercial balance sheet: (1) trade acceptances, (2) notes issued for 
merchandise purchases, (3) notes sold through brokers, (4) notes 
discounted at bank, (5) notes issued to individuals. 

Some notes are secured on specific assets, others are based 
simply on the issuing concern’s general credit. If the amount of the 
note is considerable, an explanation of the security given should 
appear either in the balance sheet itself or in a footnote to the bal- 
ance sheet. Where notes are given to banks for large sums of money 
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advanced by the banks in anticipation that the notes will be super- 
seded by a bond issue, the notes thus issued are in effect long-term 
obligadons and should be classified as such. To illustrate, assume 
that Corporation X plans to finance the construction of a large 
building by means of a bond issue, amounting to $300,000.00. In 
anticipation of the bond issue certain banks agree to advance to 
Corporation X the sum of $200,000.00 for which sum Corporation 
X gives its note. As soon as the bonds are sold the note will be 
retired. Clearly the issuing of the note is merely a forerunner of the 
bond issue and may be considered as a long-term obligation which 
will be refunded into the form of outstanding bonds. 

Where large numbers of notes or acceptances are issued for the 
purchase of merchandise it is necessary to devise an adequate system 
of control. The usual scheme takes the form of a subordinate notes 
payable or acceptances payable ledger. Adequate records for such 
obligations will render possible their analysis with reference to 
maturity dates and the cash requirements necessary to meet them, 
Accrued Items. Various types of liabilities result from what are 
termed accruals. Typical of accruing liabilities are interest, taxes, 
and wages. These will be considered briefly: 

1 . Interest. The problem of accruing interest ordinarily arises in 
connection with bonds payable and notes payable. As a rule, the 
problem is relatively simple in the case of a bond issue because the 
entire amount of the interest is governed by the same set of facts. In 
case of notes, however, the complications may be somewhat burden- 
some because each note must be considered separately, since it has 
its own date of maturity, rate of interest, and amount. 

Assume that a corporation has outstanding an issue of bonds 
having a par value of $500,000,00 and that the coupon interest rate 
is 6 per cent, payable semiannually, March 1 and September 1 . If 
the corporation closes its books at the end of the calendar year, 
December 31, there will be interest accrued for four months, that is, 
from September 1. This amounts to $10,000.00. An adjusting entry 
is made as follows: 

Dec, 37 

Interest Expense 10,000.00 

Acetued Interest Payable 10,000.00 

Interest accrued on 6 per cent bonds. 
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Through the closing entries the $10,000.00 debit in the Interest 
Expense account is closed into the Profit and Loss account. After 
the books have been closed, a post-closing entry is made reversing 
the foregoing entry, closing the Accrued Interest Payable account, 
and leaving a credit balance in the Interest Expense account of 
$20,000.00. On March 1, interest amounting to $15,000.00 is paid. 
This is debited to the Interest Expense account, thus leaving in that 
account a debit balance of $5,000.00, which is the correct amount 
of interest expense for the two-months, period ended February 28. 

Where the number of notes payable is large, some plan of 
recording them should be devised which will make it reasonably 
convenient to determine the amount of interest accrued. If, as sug- 
gested above, a subordinate notes payable ledger is operated, 
reference may be made to each note account, the accrued interest 
being computed on the basis recorded therein. Sometimes, in place 
of a subordinate notes payable ledger, a notes payable register may 
be operated. This is, in effect, a subordinate ledger, but having an 
arrangement which permits the display of a large number of notes 
on one double page. Naturally, the exact procedure to follow must 
be based on circumstances. Where several payments are made on a 
given note in the process of liquidating it, it may be better to open 
a separate account for each note in a subordinate ledger. Where it is 
customary to liquidate notes by single payments the notes payable 
register may be satisfactory. 

Assume that the notes payable register contains 35 notes and 
that the analysis columns show total interest accrued as at December 
31 amounting to $2,110.21. The adjusting entry as at December 31 is: 

Interest Expense * 21110.21 

Accrued Interest Payable 2,770.27 

After the books are closed on December 31, the entry is reversed, 
the reversal being a post-closing entry. As interest payments actu- 
ally occur, the charge is always made to the Interest Expense account. 

2. Accrued Taxes. The exact method of treating taxes must be 
made to depend upon the manner in which taxes are assessed and 
the time when payment must be made. In case of real estate, taxes 
are usually assessed on a calendar year basis and become payable 
anywhere from one to several months after the calendar year . There 
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are instances, however, where taxes fall due before the end of the 
calendar year for which they are assessed. Owing to the fact that it 
is impossible to determine in advance the exact amount of the taxes, 
it becomes necessary to base the adjusting entries for accruing taxes 
on an estimate. The entry may be made monthly, if monthly state- 
ments are required, or it may be made for the calendar year if the 
books are closed annually. Also, it may be made for the fiscal year 
if the accounting year is not the calendar year. The usual form of 
this adjusting entry is; 

Taxes Expense 75.00 

Taxes Acciued 75.00 

For estimated amount of taxes acerningjor the month of SepL^ 19 — . 

This procedure would result in a total annual sum of taxes accrued 
of $900.00. When the actual sum is found to be $950.00, upon re- 
ceipt of the tax bill, it would be necessary to charge the excess of 
$50.00 to Surplus account, because tax expense and therefore net 
profit for the preceding year was overstated by that amount. 

3. Accrued Wages. Wages are usually paid at intervals of two 
weeks, or according to some other plan under which the amount of 
the hire accrues from pay day to pay day. Obviously, payment is 
not likely to occur on the closing day of the accounting period, with 
the consequence that there are usually several days’ wages accrued 
but not yet payable on the closing date. Assume, for example, that 
the amount of wages accrued as at July 31 is $275.00. The entry is 
as follows: 

Wall’s 275.09 

Wages Accrued 275.00 

For wages accrued and unpaid as at July 31, 19 — . 

The amount in the Wages account is closed into the Profit and 
Loss account, but after the post-closing entry is made there is a 
credit balance in the Wages account of $275.00. When, later, the 
actual payment of wages occurs, there will result a debit balance in 
the Wages account representing the true amount of wages expense 
of the new aecounting period, from the opening day to the day the 
wages are paid. 

Audit of Accounts Payable. Every concern which purchases 
large quantities of merehandise or raw materials on account must 
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establish some plan whereby each invoice may be checked against 
the goods purchased and the amount of the liability definitely 
ascertained, before an entry therefor is made on the records and 
before a check is issued in payment. This procedure is known as the 
auditing of the accounts payable. It is evident, however, that at the 
end of the accounting period it will be impossible to audit the in- 
voices received during the last few days of the period because the 
goods may not be received or because of lack of time to carry out the 
routine of the auditing procedure. However, to omit these liabilities 
and to omit the amount of the goods purchased which they repre- 
sent would result in a serious discrepancy in the balance sheet. 
Assuming that the amount of unaudited invoices as at December 
31, the close of the accounting year, is $550.00, the following adjust- 
ing entry should be made to bring the information upon the books: 

Invenlmy 550.00 

Accounts Payable 550.00 

For unaudited invoices as at Dec. 31, 19 — . 

After the books are closed, this entry is reversed by means of a 
post-closing entry. Then, in due time, the audited invoices are 
brought upon the books in accordance with the usual procedure of 
handling accounts or vouchers payable. The charge at this time is 
to the proper Purchases account, not to Inventory account. 

Deposits on Contracts. In certain lines of business a protracted 
period of time is sometimes required to complete the manufacturing 
of a specified article. Naturally, in such cases, the outlay is likely to 
be large and hence the customer may be required to make deposits 
in advance of the date of completion of the project in order to keep 
to a minimum the amount of capital which the manufacturer must 
provide. When the customer thus helps to finance the manufactur- 
ing process, the amount which he is required to deposit in advance 
of the completion of the contract should be shown as a current 
liability, not deducted from the amount already expended on the 
contract. To deduct it from the amount already expended on the 
contract would be to obscure the facts and render incorrect the 
working capital ratio. To illustrate, assume that in the case of a given 
building contract it is provided that $5,000.00 is to be paid when 
the foundation is completed, another $5,000.00 paid when the roof 
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is on, and final payment of $5,000.00 made upon completion of the 
building. Assuming that the cost of construction is $11,000.00, the 
contractor makes a profit of $4,000.00. As each payment is received 
by the contractor. Cash account is debited and Deposits on Contracts 
account is credited. The final payment of $5,000.00 may, however, 
be credited direct to the appropriate revenue account, say. Income 
from Completed Contracts account. The amounts already credited 
to Deposits on Contract accounts will be closed into the Income 
from Completed Contracts account. Following this procedure the 
amounts received as deposits are treated as current liabilities as long 
as the contract is incomplete. When the contract is complete these 
amounts become the equivalent of sales. Offsetting the sales income 
of $15,000.00 is the cost of $11,000.00. It may be observed that the 
amounts credited to the Deposits on Contracts account are not 
liabilities in the sense that they must be paid, although indirectly 
they will be liquidated through the transfer of title and possession of 
the article manufactured. They are deferred credits to income. 
These items, as a group, are customarily treated as current liabilities, 
although they are sometimes shown separately on the balance sheet. 

Dividends Declared. Even though it may be the established 
policy of the company to declare dividends regularly, a dividend 
becomes an actual liability of the company only when it has been 
officially declared by the board of directors. Since dividends are 
usually declared payable in four quarterly installments, they are 
current liabilities; nevertheless, they are sometimes set out separately 
in the balance sheet. The declaration of dividends results in the 
reduction in working capital by the amount thereof, since the entry 
indicating the liability on the dividend results in a transfer from the 
Surplus account in the net worth division to the Dividends Payable 
account in the current liabilities division. The detailed treatment of 
dividends varies with circumstances, but it is usually desirable to 
make a deposit in a separate account of the entire sum required to 
pay the quarterly dividend. Against this account the dividend 
checks are written. Since some dividend checks may not be cashed, 
there may result an unused balance in the checking account for 
dividends. This should be permitted to remain until it can be 
eliminated, but this should be done only upon proper legal advice. 
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Contingent Liabilities 

Nature of Contingencies. A contingency is a possible future 
occurrence having a causal connection with a present situation 
which makes possible the anticipation of the contingency. A con- 
tingent liability is one which will become an actual liability in the 
event that the contingency on which it is conditioned, becomes an 
actuality. Contingent liabilities are therefore merely potential in 
character and may never become actual; in fact, upon the passing 
of the contingency upon which they are conditioned, the possibility 
of their becoming actual liabilities may disappear altogether. Acci- 
dents and mishaps which can in no way be foreseen are not contin- 
gencies. In case of a contingency there is always present some infor- 
mation indicating that the contingency is more or less likely to 
become an actuality. 

To illustrate the character of a contingent liability, assume that 
one enterprise guarantees the interest on the bonds of another enter- 
prise. The guaranteeing company thus incurs a contingent liability 
which becomes actual in the event that the company for whose 
benefit the guaranty is made is unable to pay the interest on its 
bonds. Some contingent liabilities are quite remote, others are less 
so. Thus, if the concern whose interest payments are guaranteed is 
in excellent financial condition, the possibility that the guaran- 
teeing company may be held to pay the interest is remote. If, on the 
other hand, the financial condition of the company whose interest 
is guaranteed is bad, the current liability of the guaranteeing com- 
pany is much less remote. 

Accounting for Contingencies. It is only natural for business 
men to make some provision against both accidents and contin- 
gencies. There is, however, a tendency to confuse accidents with 
contingencies. The provision for contingencies usually takes the 
form of a so-called Reserve for Contingencies account. The confu- 
sion arises in that this Reserve for Contingencies is sometimes looked 
upon as a reserve against accidents as well as contingencies. It is 
better, however, to distinguish between accidents and contingencies 
and to make separate provision for each. The Surplus account itself 
is a reserve against all accidents; therefore, when a portion of it is 
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reserved as a provision against contingencies, this in itself is an 
indication that the contingency is anticipated. 

As a rule, the reserve for contingencies should be set up out of 
earned surplus; thus, if Company Y decides to establish a reserve for 
contingencies of ^30,000.00, the necessary journal entry is; 

Jan 27 

Emned Surplus . . . 30,000.00 

Reserve for Contingencies 30,000,00 

To make piovision against anticipated contingencies; per resolution 
of board of director': See minute book, page — . 

Certain puzzling problems arise in connection with an attempt 
to account accurately for contingent liabilities. Obviously, the 
problem of appraisal is a difficult one in many instances because the 
exact amount of the contingent liability is indeterminate. Because 
of these uncertainties, in most cases the existence of a contingency 
does not result in any entry on the accounting records; whereas, of 
course, the emergence of a debt as the result of the materialization 
of a contingency necessitates an entry on the books reflecting the 
amount of the debt. There arc, however, exceptions to the general 
rule. Thus, in case of notes receivable discounted, the contingent 
liability is specifically accounted for on the books when a Notes 
Receivable Discounted account is credited for the amount of notes 
receivable discounted. This is the customary procedure today. 

In general, there are three ways in which the existence of a 
contingent liability may be expressed, namely: {a) in memorandum 
form on the balance sheet, or (/;) in the form of a footnote attached 
to the balance sheet or, (c) in a report accompanying the balance 
sheet. More specifically, we may indicate on the balance sheet the 
existence of contingent liabilities as follows: (1) By use of a foot- 
note expressing the facts. (2) By showing the contingent liability in 
the balance sheet itself under a distinct head, such as Contingent 
Liabilities. (3) By deducting the contingent liability from the cor- 
responding asset if such an asset exists. This is illustrated by the 
practice customarily followed with reference to notes receivable 
discounted. (4) By showing the contingent liability “short” on the 
liability side of the balance sheet. (5) By listing the contingent lia- 
bility as a current liability and by listing the offsetting asset, if there 
is one, in the current asset section. 
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An authoritative source states: “Contingent liabilities, other 
than those due to specific hypothecation of current assets, should 
appear as footnotes on the liability side of the balance sheet.” 

Determining Contingent Liabilities. The determination of 
contingent liabilities and the estimate of the amount is oftentimes a 
difficult problem because of the obscurity surrounding future events. 
Nevertheless, the problem is one which confronts both accountant 
and auditor, it being the accountant’s obligation to report thereon 
and the auditor’s duty to assure himself that he has placed the best 
valuation possible on future contingencies. In order to secure the 
necessary information, it may be necessary to refer to some or all of 
the following sources: (1) minutes of directors’ and stockholders’ 
meetings, (2) accommodation endorsements on commercial paper, 
(3) purchase commitments made in periods of falling prices, (4) 
pending lawsuits, (5) tax matters, such as the possibility of increased 
assessments, (6) bonus payments based on earnings, (7) provisions 
in leases requiring additional expenditures in the event of certain 
developments, (8) guaranty of satisfactory performance of goods 
sold, (9) offers of rebates and offers of trade discounts, (10) provi- 
sion with reference to return of goods and of containers. 

The minutes of meetings of directors and stockholders should 
indicate plans for future activities; also reading of these minutes 
may show that there are still possible liabilities connected with past 
performances. Sometimes it is difficult to locate all accommodations 
and endorsements on commercial paper. Conversations with officials 
of the company may be helpful in this connection. Only in the event 
that there is a noticeable fall in prices are purchase commitments 
likely to be cancelled. Their cancellation, of course, will give rise to 
certain penalties. Conversation with the concern’s attorneys should 
produce information relative to pending lawsuits. These occur in 
connection with such matters as patent infringements, the use of 
competitors’ names, and so on. Conversation with the company s 
officers, and also with the proper tax authorities, should indicate 
whether or not there is likely to be an increase in assessments. In- 
creases in bonus payments are likely to occur only where there are 
increased earnings. The company auditor or accountant should be 
able to throw light on this matter. In some cases, the guaranty of 
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satisfactory performance of goods sold is a major consideration and 
may involve heavy future ouday. There should be little difficulty in 
ascertaining a concern’s policy with reference to rebates and trade 
discounts, but there may be considerable difficulty in estimating 
what effect this policy is likely to have on future earnings, and also 
what contingent liabilities are likely to arise in this connection. 

Purchase Commitments. When a concern contracts for the 
future delivery of goods, there exists the possibility that loss may 
result from the cancellation of contracts. The facts relative to such 
contingent losses may be stated in a footnote to the balance sheet, 
or a reserve for contingencies may be set up. Also, where contracts 
to purchase for future delivery have been made, and where prices 
have fallen since such contracts were made, there exists a potential 
loss, measured by the amount of the drop in prices. Thus, if on 
December 15 a purchase commitment is made to buy for delivery 
on March 15, 1,000 units at $5.00 per unit, but at the balance sheet 
date, December 31, the price has dropped to $4.00 per unit, there 
exists a contingent loss of $1,000.00. If there is reason to believe that 
the drop in prices is permanent, the adjusting entry to make reserva- 


tion for the losses is as follows: 

D/c. 31 

Loss on Purchase Commitments 1,000,00 

Rescjvefor Loss on Purchase Commtimenls 7,000.00 


To record decline in pi ice on commitments Jor future delivery. 

At the beginning of the next period, or as of January 1, this 
reserve should be carried to the Purchases account as follows: 


Jan. 1 

Reserve for Loss on Purchase Commitments 7,(X)0.00 

Purchn’tes . IfiOO.W 


To reduce Purchases account to a present price basis. 

It should be noted that the reserve for loss on purchase commit- 
ments illustrated above is not a reservation of surplus, but in the 
nature of a valuation account for purchases. 

Guaranties of Service. Frequently, the vendor of an article 
contracts to keep it in repair or to otherwise see that the article is 
satisfactory to the vendee. If there is on hand a sufficient amount of 
experience data relative to such guaranties, it may be possible to 
compute the contingent liability thereon with reasonable accuracy, 
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In such case a Service Guaranty Reserve account should be set up. 
This reserve should be regarded as a current liability, since the 
likelihood that it will be employed to effect the cancellation of losses 
is practicaily certain. It may be stated, however, that only where the 
liability can be ascertained with reasonable accuracy should the 
reserve be regarded as a liability. With reference to guaranties in 
the absence of fairly accurate information, the facts available 
should be set forth in a footnote to the balance sheet or in a report 
accompanying the balance sheet. 

Fire Insurance. Oftentimes after a fire loss has occurred, it is 
found that the protection carried was inadequate and that in effect, 
the insured had been carrying a kind of contingent liability in the 
form of inadequate insurance. In this connection it may be noted 
that for insurance purposes present-day appraisal values are often- 
times to be preferred to original cost less accrued depreciation 
values. This is due to the fact that a fire loss requires immediate 
replacement on the basis of present-day values, whereas provision 
for ultimate replacement necessitated by wear' and tear may appro- 
priately be made on the basis of original cost. 

Frequently fire insurance policies contain the “SO per cent 
coinsurance” clause. In such cases all losses from fire are paid in full 
by the insurer up to the face value of the property, provided that no 
less than 80 per cent of the value of the property is covered by 
insurance. If the total insurance carried is less than 80 per cent of 
the value of the property, the insured becomes a co-insurer. The 
effect of under insurance is illustrated below. 


Sound Value of 'Property, , . 100^000.00 

80 per Cetit TheteoJ - 80^000.00 

Amount of Insmance 40,000,00 

Ratio of Insurance to 80 per Cent of Value of Properly 50 per cent 


In the foregoing illustration, the insured party is co-insurer with 
the insurance company to the extent of 50 per cent of all losses. 
Thus, in the event of a fire loss of $15,000.00, only $7,500.00 could 
be collected, and in the event of a fire loss of $80.00 only $40.00 
could be collected. These considerations make evident the desira- 
bility of carrying adequate insurance, thus avoiding an important 
type of contingent liability. 
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Endorsements. Some of the most serious contingent liabilities 
arise as the result of endorsements. An endorsement may be either 
for the benefit of the endorser or, as in case of accommodation 
endorsements, for the benefit of others than the endorser. If a person 
acquires a negotiable instrument through endorsement he may sue, 
if necessary, the maker or any endorser. He should proceed first 
against the maker, but if he fails to collect from him he should next 
proceed against the last endorser, who may in turn sue any pre- 
ceding endorser, and so on. In view of the foregoing consideration, 
as long as a note remains unpaid, any endorsement thereon consti- 
tutes a contingent liability. In connection with such contingent 
liability, however, there always exists a contingent asset, because 
the endorser who pays has the right to sue preceding endorsers as 
well as the maker. This asset may or may not be an adequate pro- 
tection, depending upon the financial ability of previous endorsers, 
as well as of the maker. 

Some very heavy losses have been incurred tlmough an act of 
friendship, by serving as an accommodation endorser for makers of 
notes not having satisfactory credit standing. Sometimes, of course, 
accomipodation endorsements are given for a consideration, but 
there is no connection between such consideration and the amount 
which the endorser may be compelled ultimately to pay if the maker 
fails to pay. 

Fixed Liabilities 

Nature of Fixed Liabilities. According to the somewhat ar- 
bitrary rule whereby liabilities falling due within one year from 
date are regarded as current liabilities, all other liabilities of a 
definite character are automatically classified as fixed liabilities. In 
case of companies, fixed liabilities almost invariably take the form 
of bonds or notes, some notes having a maturity date of as long as 
five years from date of issue. Bonds sometimes have maturity dates 
as long as fifty, one hundred, or even more years from date of issue. 
In the United States bonds having no date of maturity are unpopu- 
lar and may be disregarded here. In case of individuals and partner- 
ships, mortgages are frequently found having a maturity date more 
or less remote. There usually accompanies the mortgage a bond or 



325 


Liabilities 

note representing the mortgagor’s liability. The mortgage is the 
security which the mortgagor gives in connection with his bond or 
note. In any event, obligations of this character are shown under 
the balance sheet title of Fixed Liabilities. As a rule, in this country, 
the fixed liability classification follows the cmrent liabilities in the 
balance sheet. 

Attention has elsewhere been given to the question, whether or 
not when fixed liabilities approach maturity date they should be 
transferred to the current liability section of the balance sheet. It 
may be well to repeat here that the transfer should be made if the 
liquidation of the liability will result in a direct reduction of working 
capital. This will occur in the event that no special provision in the 
form of a sinking fund has been made for the payment of long-term 
debts. The decision will have to be made in view of all of the facts 
pertinent to the case in question. 

Fixed Liabilities as a Financial Factor. Few companies are 
able to escape the consideration of bond issues as a means of finan- 
cing additions and betterments, and even working capital. Under 
certain conditions, borrowing by the sale of bonds may be benefi- 
cial, because the company may borrow money at a lower rate of 
interest and use it in profitable undertakings to earn a Itigh retm'n. 
There is, however, an element of risk in this procedure, sometimes 
known as trading on the equity. The nature of the enterprise and 
the steadiness of its revenues and expenses are factors which cannot 
be disregarded in determining what may be a safe limit for bond 
issues. If earnings are comparatively stable, as in case of public 
utilities of certain kinds, relatively larger amounts may be borrowed 
through the sale of bonds than in the case of competitive industrial 
enterprises whose earnings are subject to wide fluctuations. 



Chapter 19 


CONSIGNMENT AND INSTALLMENT 
ACCOUNTING 


Consignments 

Explanation and Definitions. When merchandise is con- 
signed by one party to another, the title to the merchandise remains 
with the consignor, that is, the one who ships the merchandise. The 
party to whom the merchandise is sent is known as the consignee. 
The consignee does not take the title to the goods, but he does take 
possession of them and acts as agent or broker for the consignor. The 
facts relative to the status of consignor and consignee are of funda- 
mental importance because they determine the character of the 
accounting procedure to be followed on the records of both the 
consignor and the consignee. 

Naturally there will be some form of contract between the con- 
signor and the consignee, because there are certain points which 
would otherwise remain unsettled. This contract should specify how 
the shipping charges shall be paid; how storage and insurance costs 
shall be paid; how payment shall be made by consignee to consignor; 
what credit, if any, the consignee may grant to persons purchasing 
consigned goods; how the consignee’s commission shall be deter- 
mined ; and how and when the consignee shall report to the consignor. 

Usually the consignor pays the shipping costs and the consignee 
pays for insurance and storage, reimbursing himself from the first 
sales made of consigned goods. As to when and how consignee shall 
remit to consignor, practice differs. He may remit after each sale has 
been consummated, or he may remit monthly. In making remit- 
tances the consignee deducts all expenses incurred in connection 
with consignor’s shipment of the goods sold, also his own commis- 
sion, as well as any other deductions which may be appropriate, 
such, for example, as money already advanced to the consignor. 

326 
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The consignee will not tint credit except with the consignor's per* 
mission. If the consignee undertnlces to gunmntee the nets of those 
who purchase consigned goods on credit, he is known as a del credere 
agent. A del credere agent becomes directly responsible to the con- 
signor and therefore the consignor need not sue the debtor. 

Certain teims commonly used in connection with consignment 
accounting may be defined at this point. 

A consignment is a shipment of goods from consignor to con- 
signee with the understanding that the consignee is to act as agent 
for the sale of the goods, and that in remitting to the consignor he is 
to deduct his commission and proper expenses. From the point of 
view of the consignor a consignment is a consignment-out. From the 
point of view of the consignee a consignment is a consignment-in. As 
previously stated, title to the goods remains in the consignor. The 
statement which the consignee renders to the consignor giving an 
account of his procedure with respect to the consigned goods is 
known as an account sales. The account sales should set forth all 
pertinent information relative to the goods of the consignor in ques- 
tion, such as: (a) quantity, description, and price of goods received, 
{b) quantity, description, and price of goods sold, (r) quantity, 
description, and price of goods still held for the consignor, (d) the 
computation of the consignee’s commission, (e) a statement of the 
expenses to be deducted, if) a statement of any remittances made to 
the consignor, (g) subtraction of all items deductable, thus setting 
forth the amount currently remitted to the consignor. 

Accounting Procedure for Consignments-In. The consignee 
must adapt his accounting procedure to the facts relating to the 
goods consigned to him by the consignor. The steps which he must 
take into consideration are as follows: (a) the receipt of the goods 
shipped by the consignor, (6) the possible payment of any expenses 
in connection with such shipment of goods, (c) the sale of the goods, 
(d) the manner in which he accounts to and remits to the consignor. 

a) The Receipt of the Goods Shipped by the Consignor. The primary 
consideration upon the receipt of the goods by the consignee is that 
they be so marked or labeled that they can readily be distinguished 
from the consignee’s own merchandise. Also, the consignee should 
keep such consigned goods in a separate division of his warehouse. 
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in order to facilitate handling such goods, and also in order to avoid 
any possibility of failure of identification. Since he does not receive 
title to the goods he need not make any entry in his accounting 
records. Sometimes, however, it is customary to make a memoran- 
dum entry at this point. If such record is made it should be merely a 
statement that the goods have been received, together with a 
description of them. The method to be used in operating an account 
with the consignor depends upon the extent to which the consignee 
engages in the business of receiving goods on consignment. If con- 
signments are received only infrequently, no special records should 
be devised for taking care of them. If, on the other hand, many 
consignments are received, a special consignmenls-in ledger should 
be provided. All accounts with consignors should be segregated in 
this ledger. This will, of course, require certain columns in the cash 
receipts journal and in the cash payments journal, since money will 
be received and disbursed on account of consignments. A controlling 
account entitled Gonsignmcnts-In carried in the general ledger will 
serve as a control for the subordinate consignments-in ledger. Since 
no entry is made in the double entry records until a sale of con- 
signed goods takes place, the entries involved are those required to 
record the receipt of cash from the purchaser of consigned goods and 
to credit the account of the consignee in the consignments-in ledger. 
These are considered under (c) below. 

b) Payment of Expenses by Consignee. The agreement whereby the 
consignee receives the consignor’s goods may require the consignee 
to pay certain expenses in connection with the shipment of the 
goods. To illustrate, assume that the consignee receives a shipment 
of merchandise from the Wholesome Products Company and that 
in this connection insurance, SIO.OO, and shipping charges of 
®20.00 are paid by the consignee. This will take the form of an 
entry in the cash disbursements records of the consignee, but 
here the transaction will be shown in the form of a journal entry, 
as follows: 


May 15, 19 — 

Consignment!-In No. 57 — Wholesome Prodttcls Co 30.00 

Cash 30.00 


For payment oj expenses in connection loith Consignment No. 57 
as follows; insurance 10,00; transportation chaiges 20.00. 
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This entry, in effect, is a charge against the consignor, and remains 
such until it is deducted from credits to the consignor which arise as 
soon as sales of consigned materials are made. Should it be neces- 
sary to prepare a balance sheet while the account with the consignor 
is as shown above, the $30.00 charged to his account should be 
listed as a current asset in the balance sheet. As indicated, this 
charge will not be liquidated through the receipt of cash from the 
consignor, but will be offset against future credits which will arise 
upon the sale of consignor’s goods. 

c) Sale of Consigned Goods. As a rule, the consignee will sell the 
goods of the consignor for cash only. He will grant credit only if he 
is a del credere agent. Assume that on May 25 the consignee sells 
three vacuum cleaners at a price of $45.00 each. The entry in journal 
form is as follows; 


May 25, 10— 

Cash 135.00 

Consignment-In ./Vrt. 57 — Wholesome Products Company. . . 1S5.00 

For sale of 3 Acme vacuum cleaners at a price of 45,00 each. 


If the consignee’s commi.ssion is 10 per cent of the sales, the 
entry to record the amount of commission earned is as follows: 


May 35, IQ — 

Conngnment^In JVo. 57 — Wholesome Products Co 13.50 

Commisdon on ConsignmentS’-In 13.50 


Commissions earned an tale of three Acme vacuum cleaners^ being 
10 per cent of 135.00. 

As previously stated, it may or may not be desirable for the con- 
signee to keep special records in connection with the handling of 
consignments-in. The ledger account with the Wholesome Products 
Company will be essentially the same whether it is kept in the 
general ledger or whether it is kept in a subordinate consignments- 
in ledger. It is simply a question of convenience in view of the 
amount of goods sold on the consignment plan. The ledger account, 
whether kept in the general ledger or in a subordinate consign- 
ments-in ledger, will be essentially as shown in Fig. 135. 

d) Remitting to Consignor. The consignment account No. 57— 
Wholesome Products Company, shows a credit balance of $91.50, 
which is the amount which would be transmitted to the Wholesome 
Products Company if a settlement on sales already made were 
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Wholesome Products Company 
Gonsignment-In No. 57 

Description: 8 Acme vacuum cleaners 
19 — 19— 

May 75 Insurance ... 10 00 May 25 3 Vacuum Cleaners 

Transportation . . 20 00 Sold 

25 Commission 13 50 

Fig. 135 

effected at this time. At certain intervals it is customary for the 
consignee to submit to the consignor a statement of the condition of 
the consignor’s account. At this time he may or may not remit cash 
to cover the net credit balance in the consignor’s consignment-in 
account. Assuming that on May 31 the con.signcc accounts to the 
consignor, and at the same time remits a check for $91.50, the state- 
ment of the account would be as shown in Fig, 136. 

In Account with 

Wholesome Products Company, Consignor 


May 31, 19— 

Goods Received: 

May 15t Eight Acme Vacuum Cleaners 

May 25 , Three Acme Vacuum Cleaners Sold @d5.00 13^.00 

Deductions: 

May 15y Insmance Paid 10.00 

Transportation 20.00 

May 25, Commission, 10 per Cent 73.50 43.50 

Remittance Herewith 91.50 

Fig. 136 


When the amount of the remittance, 191.50, is posted to the Gon- 
signment-In account, No. 57 — Wholesome Products Company, 
this account will be in balance and will remain so until some further 
transaction results in a debit or credit to the account. When addi- 
tional merchandise is sold, credit entries will be made in the Gon- 
signment-In account and it will again be closed by charging against 
it commissions, any possible expenses, and the net amount remitted 
to the consignor. This procedure will be continued until all of the 
merchandise in consignment No. 57 has been disposed of. 
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Sometimes the consignee agrees to advance money to the con- 
signor at the time of receipt of the merchandise from the consignor. 
The amount would be fixed by an agreement between consignor 
and consignee. This procedure does not materially affect the trans- 
action, since title to the goods remains with the consignor. The 
consignee, by advancing the money, becomes a creditor of the 
consignor. The amount of money advanced should be charged to 
the Gonsignment-In account. Thus if the consignee agrees to ad- 
vance to the Wholesome Products Company the sum of $200.00 on 
account of the eight vacuum cleaners, the entry on the date of 
receipt of the shipment would be as follows; 


May 15 

Cansignmcnt-In Afo. 57 — Wholesome Products Co 200.00 

Cash . . 200.00 

For advance to consignor. 


When such an advance is made, no additional remittances will 
be made to the consignor until the sales made exceed all charges to 
the Consignment-In account in question. 

Accounting Procedure for Consignments-Out. When the 
consignor ships merchandise to a consignee, there arises a situation 
which requires certain treatment in the accounting records, depend- 
ing upon the interpretation of the facts. It is evident that mere ship- 
ment of the goods does not materially affect the status of the con- 
signor. He still retains title to the merchandise and he makes no 
profit. Strict adherence to the facts would therefore forbid crediting 
the sales account for any amount; however, the facts would be 
represented by a transfer of merchandise from inventory on hand to 
inventory on consignment. Sometimes, however, the procedure of 
crediting sales is followed, although this procedure is as a rule to be 
discouraged. There would be no objection to transferring the goods 
at cost to the proper Consignments-Out aceount, but it should be 
remembered that this does not represent a direct charge against the 
consignee. It simply indicates that the amount of the goods con- 
signed, although still in the inventory of the consignor, is in the 
possession of the consignee who, technically speaking, acts as bailee 
for the goods. In law a bailee is defined as one to whom goods are 
intrusted for a special purpose. A bailee is of course responsible to 
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the bailor for the safekeeping of the goodsj but he does not receive 
title to the goods. 

The consideration of accounting procedure to be followed by the 
consignor will be taken up under the following heads : (a), shipment 
of goods to consignee, (4) receipt of consignee’s remittance, together 
with his statement of account, (c) accounting for profit made on 
consigned goods sold, {d) treatment of advances received from 
consignee. 

a) Shipment of Goods to Consignee. The simplest procedure for the 
consignor is to treat goods shipped on consignment in the same 
manner as sales. When this is done no special treatment is required. 
Of course, some detailed record of the amount shipped to each 
consignee will have to be kept, in order that the exact status of each 
consignment may be known and in order that upon the receipt of 
account sales from various consignees the proper notations may be 
made in the records which relate to the individual shipments. 

Since it is technically incorrect to regard goods consigned as 
having been sold, the preferable plan of handling goods consigned 
out is to make a memorandum entry either in the general ledger or 
in a special consignments-out journal, debiting consignments-out 
and crediting sales at the time the merchandise is shipped. For 
example, suppose that a merchant consigns goods to Jones and Son, 
the cost of these goods being $125.00, and the shipment being made 
on May 2, 19 — . The memorandum entry is as follows: 


May 2, 19— 

Consignme7it~Out 25 — Jones ^ Son 125,00 

Consignment Sales 125.00 


For goods sent to Jones & Son on consignment. 

When the goods out on consignment are sold the foregoing entry 
is reversed. Consequently, its only use is to record certain informa- 
tion relative to the consigned goods. The actual sale of the goods will 
require an entry in the books treating the sale in essentially the 
same manner as any other sale, except that a Consignment Sales 
account should be credited, and, where the amount of goods shipped 
on consignment is large, a special consignment sales record should 
be kept, or at least a special column should be provided for consign- 
ment sales in the cash receipts journal if consigned goods are sold 



Consignment and Installment Accounting 333 

only for cash. An examination, of the memorandum consignments- 
out journal will at any time indicate the amount of goods out on 
consignment not yet sold. Since the amount of such goods is entered 
in the consignments-out journal at cost, the amount of the inventory 
in the form of goods consigned out can easily be ascertained at the 
end of the accounting period. It may at that time be desirable to 
make an adjusting entry debiting Inventory of Goods on Consign- 
ment account and crediting Inventory account. Assume that an 
examination of the consignments-out journal shows that goods out 
on consignment total $975.00. The adjusting entry in closing is as 
follows: 


Dec. 31, 10 

Inventory oj Goods on Conngnment 973.00 

Inventory 975.00 

To show goods consigned but not sold in a separate account 


If, at the time goods are shipped on consignment, expenses are 
paid by the consignor, these should be charged to a Consignments- 
Out Expense account. Thus if an expenditure of $27.80 is made for 
express charges the entry would be: 

Consignment-Old E.-epense 27. SO 

Cash 27.80 

For shipping oasts on Consignment-Out M. 23. 


b) Receipt of Consignee’s Remillances, Together with His Statement of 
Account. As has been shown, the statement of account or account 
sales sent by the consignee to the consignor gives detailed informa- 
tion relative to goods received and deductions made. Referring to 
Fig. 136, in which the account sales remitted to the Wholesome 
Products Company is presented, the journal entry which is required 
on the books of the Wholesome Products Company, upon receipt of 
the account sales and check for $91.50, is as follows; 


Cash 

Insurance Expense 

Shipping Expe/Lte 

Commission Expense 

Consignment Sales 

To record data lelative to Conugnment-Out No. 57, as shown by 
account sales received. 


91.50 
10.00 
20.00 

13.50 

135.00 


If the consignor carries goods out on consignment in a separate 
Inventory account, it will be necessary to make an adjustment for 
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the amount of goods sold on consignment. The exact manner of 
doing this will depend on conditions. It may be done at the end of 
the month for the entire amount of goods sold on consignment during 
the month; or it may be done at the time of receipt of each account 
sales. Thus, in case of the preceding illustration, if the cost of the 
three Acme Vacuum Gleaners, which were sold for 1135.00, was 
$75.00, the entry to make the necessary inventory adjustment would 
be as follows: 


Cost oj Goods Sold 75.00 

Inventory of Merchandise on Consignment 75.00 


To transfer cost of three Acme vacuum cleaners. 

c) Accounting Jor Profit on Consigned Goods Sold. Here there are cer- 
tain alternatives. For example, it may not be necessary to compute 
the profit on consigned goods sold separately from the profit on 
other sales. On the other hand, separate accounting for profit on 
consigned goods may be necessary. It appears, however, that it wiU 
in any event be necessary to distinguish expenses incurred in con- 
nection with consignments from other expenses, for the reason that 
only that part of such expenses which is applicable to consigned 
goods sold during the period can be treated as current expense. 
That part of the expenses which is applicable to goods consigned but 
not yet sold must be treated as a deferred charge applicable to the 
following period or periods. Thus, referring to page 330, it is evident 
that only three-eighths of the expense incurred in connection with 
sales of goods for the account of the Wholesome Product Company 
is thus far an actual expense. The remaining five-eighths of this 
expense should be deferred and charged off in the period in which 
the sale of the five remaining vacuum cleaners occurs. The adjusting 
entry on the books of the Wholesome Products Company at the end 
of the current period, necessary to defer five-eighths of the expense, 


is as follows: 

Dee. 31 

Prepaid Expense on Consignmenls-Out 18.73 

Insurance Expense S.25 

Shipping Expense 12.50 


To defer prepaid expenses on ComignmenLs. 

This entry should be reversed as of the beginning date of the 
following period. 
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Except for this adjustment for expenses applicable to sales not 
yet made, the process of determining profit differs in no way from 
the usual process of closing the books. The consignment sales are 
included in the regular sales account- The cost of goods sold, as 
applicable to consignment sales, will not be distinguished from cost 
of goods sold applicable to other sales. Similarly, the expenses 
applicable to consignment sales after being properly adjusted as 
indicated above, will be included in the regular expense accounts. 

If it is desired to determine profit made on consignment sales as 
distinguished from profit made on other sales, it will be necessary 
to keep separate accounts for sales made on consignment, cost of 
goods sold on consignment, and expenses applicable to consignment 
sales. Also, it may be necessary to make an allocation of expenses of 
a general character which benefit both the consignment sales 
business and the regular sales business. When a shipment of goods 
is made on consignment,the cost of the goods shipped should be 
transferred to an account entitled Inventory of Merchandise on 
Consignment. Assuming that this is $150.00, the journal entry to 
record it is as follows; 


Inventory of Merchandise on Consignment '50.00 

Finished Goads Inventoty • ■ 150.00 

Cast of goods shipped to North Products Co. on Consignment-Oul 
No. 33. 

If any expenses are paid by the consignor in connection with a 
shipment of goods, an entry must be made therefor. Thus if, 
in connection with the preceding transaction, the consignor pays 
$28.00 shipping charges, the entry is as follows: 


Comgmnmt-Out— North Products Co 

Cash 

Fof shipping charges on Consignnwit-Out No. 33. 

Upon receipt of account sales from consignee, an entry is re- 
quired. Assume, in case of the preceding consignment, that the 
account sales indicates that the entire shipment of goods has been 
sold for $250,00, that the expenses incurred in connection therewith 
by the consignee amounted to insurance $10.00, and commissions 
$25.00, and that the remittances to the consignor amounted to 
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$215.00. The entries on the consignor’s books, assuming that the 
account sales is received on May 26, are as follows: 


May 26 

Ca^h 215.00 

ConsigJiment-Out jVo. 33 — Noitk Products Company {Imnrance) 10.00 

Conngnrnent-Out No. 33 — North Products Company (Commis- 
sions) 25,00 

Consignment-Out No. 33 — North Products Company 250.00 

For account sales Consignment'' Out No. 33 — North Products Com- 
pany. 

May 26 

Consignment-Out No. 33 — North Products Company. 150.00 

Inventory of Merchandise on Consignment 150.00 

To transfer cost of goods sold. 


The Consignment-Out account No. 33, in “T” form, now ap- 
pears as follows: 


Conaignment-Out No. 33 


Cost of Goods 

150.00 

.‘telling Price 

Shipping Casts 

28.00 


Insurance 

70.00 


Commissions 

25.00 



250.00 


The credit balance is $37.00, which represents the profit made 
on this particular consignment. Along with profits or losses on 
consignments-out it should be closed to Profit and Loss, after which 
the account will appear: 


Consignment-Out No. 33 


Cost of Goods 

150.00 

Selling Price 

250.00 

Shipping Costs 

28.00 



Insurance 

70.00 



Commissions 

25.00 



Profit and Loss 

37.00 




250.00 


250.00 


Installment Accounting 

Nature of Installment Sales. Installment selling has had its 
chief development in this country during the last thirty years, 
although it was employed to some extent in the nineteenth century. 
Its chief development recently has been in connection with the sale 
of such articles as radios, washing machines, and automobiles. The 
importance of the subject has justified giving considerable attention 
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to the development of methods of recording installment sales. The 
consideration of a concern’s installment business is essential to the 
preparation of the budget, in particular the cash budget. This is 
because selling on the installment plan tends to tie up the cash 
resources of an enterprise, and careful analysis of estimated future 
collections is necessary in attempting to forecast the cash position of 
an enterprise. The computation of the income tax necessitates care- 
ful consideration of installment sales with reference to the deter- 
mination of profit and the allocation of such profit to the proper 
accounting period. A merchant may report all of his income on 
installment sales in the period in which the sales are made, or he 
may prefer to report his income as collections on installment sales 
are received. 

There are different theories as to the time when profit on install- 
ment sales is realized. One is to the effect that the first installments 
represent profit, and the balance of the installments a return of the 
cost of the goods sold. There appears to be little justification for the 
application of this theory. Another theory is to the effect that the 
profit is realized only after the cost of goods sold has been returned 
through the earlier installments. This is undoubtedly the most con- 
servative of the various theories. The third theory which requires 
mentioning here, is to the effect that each installment represents a 
proportionate part of cost of goods sold and a proportionate part of 
profit. Thus if goods costing 1100.00 are sold for $150.00 on the 
installment plan, two-thirds of each installment will represent a 
return of cost of goods and one-third of each installment will repre- 
sent profit. It may be worth mentioning that in some cases merchants 
prefer to take the profit on installment sales the same as on ordinary 
charge sales, that is, by assuming that the profit is made in the 
period in which the sale is made whether or not any installments are 
received within such period. 

Accounting Procedure. In practice, there is great latitude in 
the accounting procedure followed in connection with installment 
sales. This is because of variations in types of merchandise sold as 
well as differences in basic features in accounting systems. Some 
merchants require considerable analysis of merchandise handled, 
others do not make such distinctions. Some merchants operate on 
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the plan of taking inventory periodically, other merchants prefer to 
use a perpetual inventory. These differences in procedure will 
naturally be reflected in the accounting forms involved. Some of the 
principles involved will be illustrated in a series of journal entries. 

Assume that on February 1, 19 — , a merchant sells goods which 
cost $400.00 to John Snaithfor 1800.00, payable $100.00 down and 
the balance in 14 monthly installments of $50.00 each. If the mer- 
chant operates on the basis of a periodic inventory, the entry at the 
time of sale is as follows: 


Peb. 1, 19— 

Cash 100.00 

Imiallmfnt Contracts Receivable . . 700.00 

Inslallment Sales . . . 800.00 

For sale to John Snulh on terms oj 100.00 down, balance in 14 
monthly payments oJ 50.00 each. 


If the merchant keeps a perpetual inventory he will know what 
the cost of each article sold is by referring to his inventory records. 
Since the cost of this article is assumed to be $400.00, the entry at 
the time of sale should clear the inventory records of the cost of the 
article. The same procedure should be followed in connection with 
all sales of merchandise on the installment plan. The journal entry 
would be as follows: 


Feb. 7, 19— 

Cash 100.00 

Installment Contracts Receivable 700.00 

Inventory 400.00 

Umeahzcd Q>oss Profit on Inslallmeni Saifs 400,00 


For sale to John Smith on terms of 100,00 downy balance in 14 
monthly payments of 50.00 each. 

Since 50 per cent of each dollar received represents realized 
gross profit, and since it is here assumed that profits arc realized as 
collections arc made, the following entry should be made: 


Feb. 1, 19— 

Unrealized Gross Pi oft on Installment Sales . ... 50.00 

Realized Gross Profit on Installment Sales 50.00 


For profit realized on receipt of 100,00 from Johi Smith, 

In practice, it may be undesirable to make a separate journal entry 
each time there is a realization of gross profit; instead, it may be 
preferable to wait until the end of the year to make the adjusting 
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entry necessary to transfer the gross profit on installment sales real- 
ized during the year from the Unrealized Gross Profit on Install- 
ment Sales account to the Realized Gross Profit on Installment 
Sales account. There -will, of course, remain a credit balance in the 
Unrealized Gross Profit on Installment Sales account at the end of 
the year. This will be shown in the balance sheet as a deferred credit 
in the current liabilities division. The balance in the Realized Gross 
Profit on Installment Sales account will be closed into the Profit and 
Loss account. Here the exact procedure will vary. Some concerns 
may desire to set up a separate Profit and Loss account in connec- 
tion with installment sales, and also a separate Profit and Loss 
account for other sales and transactions. This procedure, however, 
would require considerable work in the allocation of expenses appli- 
cable to installment sales, as distinguished from expenses applicable 


to other activities. 

Repossessions. Certain complications arise in installment ac 
counting because of the practical certainty that some customers will 
be unable to malce all payments, in which case repossession of the 
merchandise becomes necessary. As soon as an article is repossessed, 
it must be given a value. This value should be a conservative one, 
taking into account not only the present market value of similar 
articles, but also the depreciation that has taken place in connection 
with the article’s use. State laws must be considered in connection 
with the procedure involved in repossession and resale. Thus m 
some stales there is statutory provision to the effect that upon resale 
of an article the merchant must pay to the original purchaser what- 
ever amount the resale realizes in excess of the unpaid balance on 
the contract. In other states the defaulting purchaser loses all 
claim to the article and the merchant is entitled to whatever sum he 


may be able to secure on its resale. _ 

To illustrate the procedure in connection with repossession o 
merchandise, assume that on February 1. 19-, a mmhant se s 
a washing machine which cost $50.00 to Henry Adams for t mOO. 
Adams made a down payment of $30.00 .»d apeed to paf 
ance in 7 montUy installments of $10.00 each. Adam paid 2 mtaU- 
ments on March 1, and April 1, but on May 1, defatdted. Law m 
the year the machine is repossessed. As the foregoing facts indicate, 
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there remained $50.00 still uncollected on the account. The profit 
already realized amounted to 125.00, and the unrealized profit also 
amounted to $25.00. 

Assuming that the repossessed washing machine was valued at 
$25.00, the entry at time of repossession on November 15 was as 
follows: 

Nov. 13 

Repossessed Washing Machine 

Unrealized Profit on Installment Sales 

Loss on Repossession 

Installment Contracts Receivable 

For repossesdon of washing machine sold to Hemy Adams 

Had the washing machine been valued at $60.00 instead of 
$25.00, a profit would have resulted on the repossession, and the 
entry would have been as follows: 

Nov. 15 

Repossessed Washing Machine 

Unrealized Profit on Imtalhnent Sales 

Profit 0)1 Repossession . 

Installment Contracts Receivable 

For repossession of washing machine sold to Hemy Adams, 

Resale of Repossessed Goods. Experience shows that the profit 
on the resale of repossessed goods is much less than the profit on the 
sale of new goods. For this reason it is usually desirable to keep a 
separate Sales account for sales of repossessed goods. Unless this is 
done, the showing of gross profit will not be indicative of results 
secured from either type of sales. It is necessary to illustrate two 
cases, namely: (1) the procedure involved where no requirement in 
the laws of the state exists relative to the return of the excess of the 
resale price over the unpaid balance of the contract, and (2) the 
procedure where the state laws require that such excess be paid to 
the defaulting purchaser. 

1 . If a perpetual inventory is not kept and if a repossessed wash- 
ing machine is sold for $40.00, terms $5.00 down and monthly pay- 
ments of $5.00, the entry is as follows: 


Jan. 15 

Cash 5.00 

Installment Contracts Receivable 35.00 

Repossessed Sales 40,00 


For sale of repossessed washing machine. 


60.00 

25.00 

15.00 

70.00 


25.00 

25.00 

20.00 

70.00 
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If a perpetual inventory is kept and the washing machine is 
carried at S25.00 in the inventory, the entry would be as follows; 


Cash 5.00 

Insiallment Contracts Receivable 3^.00 

Inventory 25.00 

Gross Profit on Repossessed Articles 75 .CO 

For sale oj repossessed washing machine. 


2. If the laws of the state in which the dealer resides require that 
the net profit on the resale be paid to the original purchaser, the 
entry for the resale of the washing machine would be as follows: 


Cash 5.00 

Contracts Receivable 33.00 

Inventory 


Selling Expenses 

John Smith 

For sale of repossessed washing machine, and to credit John Smith, 
original purchaser, with profit on resale. 


23.00 
3.00 

10.00 


The payment of SIO.OO due to John Smith will be made after 
all collections have been made on account of the resale of the 
washing machine. 

Treatment of Unrealized Gross Profit. Under the accounting 
procedure for installment sales explained above, the unrealized 
gross profit on installment sales must appear in the balance sheet. It 
becomes realized income when the cash collections on the install- 
ment contracts receivable are made. Since the great majority of all 
installment contracts receivable will be paid as the installments fall 
due, it is evident that the deferred profit is in the nature of net 
worth, and for this reason it should appear in the net worth section 
of the balance sheet. It is different from the usual item labeled 
“deferred credit to income” for the reason that before such deferred 
credit can be realized additional services will be performed. For 
example, the deferred credit in the form of magazine subscriptions 
is not earned until the terra for which the subscriptions are paid up 
expires. The same is true of rents received in advance. The service 
to be performed consists of the use of the rented property. In the 
case of installment sales the only step between unrealized profit and 
realized profit is the cbllection of the amount of each installment as 
it falls due. 



Chapter 20 

APPLIED MATHEMATICS 


Percentage. Under the decimal system of enumeration per- 
centages are the most satisfactory means of making C]uantitative 
comparisons. Among comparisons which business men and ac- 
countants are required to make arc costs of doing business in differ- 
ent years, sales in different years, the ratio of interest to the principal 
sum, discounts as related to the principal sum of invoice prices, 
commissions as related to the amount of the sale on which they are 
computed; in brief, percentages constitute a kind of language of 
comparisons, and in business and finance their use is constant. 

When percentage is referred to, it means a given number ol 
lOOths of a specified quantity or amount. Thus, 6 per cent of 
$700.00 is 6/100 of $700.00, which is computed as follows: 

6/100 X »700.00 = $42.00 

100 per cent of any quantity is that c|uantity or amount. For ex- 
ample, 100 per cent of $500.00 is $500.00; 200 per cent of $500.00 is 
$1,000.00; 162 per cent of $500.00 is 162/100X$500.00 = $810.00. 
This may be computed by a somewhat different method, as follows: 

1.62 

.600 

WIO.OO 

A percentage of a number is a fraction of that number. Sometimes, 
when two numbers are known, it is desired to find what percentage 
one number is of the other. Thus, if 8 and 1 6 arc under consideration, 
it may be said that 8 is 50 per cent of 16, or it may be said that 16 
is 200 per cent of 8. To find out what per cent 8 is of 16 it is necessary 
to divide 8 by 16, thus: 

16|8.0 

.5 


342 
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The decimal, .5, means the same as 50 per cent. To find out what 
per cent 16 is of 8 it is necessary to divide 16 by 8, thus; 

8 |16. 

2 . 

In this case, 2 means the same as 200 per cent. Frequently, in 
considering investments, it is desirable to compute the rate of 
return which a given investment yields. Thus, if an investment of 
$800.00 yields a return of $50.00 annually, the rate of return is 
found by dividing $50.00 by $800.00, w^hich gives .0625, which 
means 6.25 per cent. In computing percentages, it is necessary to 
reduce the percentage to a decimal in order to effect the division or 
multiplication, as the case may be. In reality, percentages are simply 
decimal fractions. Thus, if it is desired to find out what 10 per cent 
of $628.00 is, it is necessary to effect the multiplication as follows: 

$628 00 X .1 = $62.80 

To summarize, in percentage three quantities are involved, 
namely, {a) the base, (b) the tale, (c) the peiceniage. The percentage is 
computed upon the base. 

When the percentage is expressed as a decimal it is termed the 
rate. Taking the given percentage of the base gives a result known 
as the percentage. When any two of the three quantities are given 
the third may be found. 

Interest and Discount. Interest is money paid for the use of 
money. The amount of the loan is termed the principal, and the 
percentage of the principal sum paid each period is termed the 
rate of interest. The rate of interest is usually expressed on a per 
annum basis, even though the loan is for a shorter period. If a loan 
for $100.00 for 4 months is secured at 6 per cent, this means 6 per 
cent on a per annum basis, which would be only 2 per cent for 4 
months. Two per cent of $100.00 is $2.00. It is evident, therefore, 
that in a given case the amount of interest depends on the principal, 
the rate of interest, and the length of time. 

The time may be expressed in years, in months, in days, or in a 
combination of these. When the time is expressed in days, there are 
two possible methods of computing the interest. One method is to 
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assume that there are 360 days in the year. This is known as the 
360-day method. The other method of computing interest is to take 
365 days to the year, which results in what is known as exact interest. 

To illustrate, assume that the interest on $300.00 for 36 days at 
5 per cent is to be computed by both methods. Under the 360-day 
method the interest amounts to; 

1300,00 X .05 X 36/360 = |1.50 

Under the 365-day method the interest amount is computed as 
follows: 

$300.00 X .05 X 36/365 = $1.48 

Discount is interest which is deducted at the time the loan is 
made. It occurs chiefly in connection with bank loans. Thus if one 
discounts a $1,000.00 note at 6 per cent for three months, he re- 
ceives $985.00. The difference of $15.00 is discount. The entry on 
the books of the person who discounts the note is: 

July 1 

Cash 

Discount 

Notes Payable 

Note due in 3 months, discounted at bank 

In interest computations three factors are involved, namely, the 
principal sum, the rate of interest, and the length of time involved. 
If p is the principal sum, r is the rate of interest, and t is the time 
involved, the amount of interest represented by i is found by the 
following formula: 

i = p Xr X t 

A convenient method of procedure is to find the interest at 6 per 
cent for one day; then the amount of the interest for a given number 
of days at the given rate of interest can be readily computed. Sup- 
pose, for example, it is desired to find the interest on $100.00 for 
60 days at 8 per cent. The interest on $1 .00 at 6 per cent for one day 
is found thus: 

2 = $1 X 6/100 X 1/360 = $1/6000 

This means that the interest on $1.00 for one day at 6 per cent is 
1/6000 of $1.00. The general rule therefore is as follows: To find the 


085.00 

15.00 

1,000.00 
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interest on any sum at 6 per cent for one day, divide that sum by 
6000. This procedure is accomplished by shifting the decimal three 
places to the left and then dividing by 6. For example, the interest 
on 57,200.00 for one day at 6 per cent is found by shifting the 
decimal three places to the left, which gives 57.20. Dividing $7.20 
by 6 gives $1.20. Since the requirement is to find the interest on 
$7,200.00 at 8 per cent for 60 days the following procedure is in 
order: 

51.20 X 8/6 X 60 = $96.00 

Compound Interest. In case of simple interest, the rate is computed 
only on the original principal. Thus, the interest on |1.00 for one 
year at 6 per cent is $.06, and on $1.00 for 5 years is $.30. In com- 
pound interest computations, the interest which has been earned 
during the period is added to the principal, so that at the beginning 
of the second period a larger principal exists than at the beginning 
of the first period. This increment in the principal takes place at the 
end of each period, with the result that the accumulative growth of 
the principal sum is quite rapid.’ Technically, the interest at the end 
of each period is said to be converted into principal. The period of 
conversion may be of any length, such as the month or the year. The 
rate of interest is stated with respect to the length of the period. 
Thus, it may be said that a given sum of money is set aside to ac- 
cumulate at compound interest. The interest being compounded or 
converted semiannually at the rate of 3 per cent. This is not the 
as interest compounded annually at the rate of 6 per cent, 
since the more frequently the compounding occurs the more rapid 
is the growth of the principal. 

To illustrate the difference between simple and compound inter- 
est, assume that both simple and compound Merest are to be found 
on' $400.00 for 4 years at 6 per cent. The simple interest is found 

as follows: 

$400.00 X .06 X 4 = $96.00 


The formula for finding the compound amount for any sum at 
any rate of interest for any given number of periods is as follows: 

a = /> X (1 + 0" 
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In the foregoing formula j!) is the beginning principal, i is the interest 
rate per period and n is the number of periods. Thus, if it is desired 
to secure the amount of $400.00 accumulating over four periods at 
6 per cent, the operation of the formula is as follows: 

a = 1400.00 X (1 + .00)'' = fi:S04.99 

The compound interest, if interest is compounded annually, is 


computed as follows: 

Principal It400.00 

Interest at 6 per cent 24.00 

New Principal 1(424.00 

Interest at 6 per cent 25.44 

New Principal K449.44 

Interest at 6 per cent 26.97 

New Principal 1(476.41 

Interest at 6 per cent 28.58 

Now Principal it.504.99 


Annuities. An annuity is a series of payments made at equal 
intervals of time, and usually consisting of equal amounts. The 
periodic payments are sometimes called rents. Ordinary rents on 
property, when paid monthly or at other regular intervals, con- 
stitute an annuity. Similarly, the coupons attached to a bond result 
in an annuity, since they represent equal amounts payable at equal 
intervals of time. 

An ordinary annuity is one in which the first payment is made 
at the beginning of the first period. There arc various practical 
applications of the theory of the annuity. Thus, one may purchase 
an annuity, the payments of which arc to be deferred. For example, 
if at the age of dO one purchases an annuity deferred until age 65, he 
will receive his first payment when he reaches the age of 65. The 
annuity may then continue for the rest of his life, or it may be pro- 
vided that it shall continue only for a definite number of periods, in 
which case it may or may not continue beyond the date of his death. 

Two basic problems arise in connection with the consideration 
of annuities, namely: (a) ascertaining the sum to which a series of 
payments will accumulate and (6) ascertaining the present value of 
a series of payments. 
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Amount of an Ordinary Annuity. Assume that equal annual pay- 
ments are to be made into a sinking fund to accumulate at 4 per cent 
per annum, as follows: 


Becembei 31, 1936 20000 

December 31, 1937 qq 

December 31 , 1938 2'X} 00 

December 31, 1939 200.00 


It is required to compute the amount to which these payments 
will accumulate at December 31, 1 939. This amount will be the sum 
of the four payments of $200.00 each, plus the interest earned by 
each payment. The amount to which each payment will accumu- 
late and the total accumulation of all payments is shown in the 
following tabulation; 


Date Payment 

Dee. 31, 1936 200.00 

Dec. 31, 1937 200.00 

Dec. 31, 1933 200.00 

Dec. 31, 1930 200j00 


Years to 

Amount of 1.00 

Amount 

Accumulate 

at 4 per Cent 

of 200.00 

3 

1. 124864 

224.97 

2 

1.0816 

216.32 

1 

1.04 

208.00 

0 

1.00 

200.00 

849.20 


drt = . 16996256 -^.04 = $4.246464, which is the amount of an 
annuity of $1.00 for 4 periods at 4 per cent; $4.246464X200 = 
$849.29, the amount of annuity of $200.00. 

Books are obtainable which contain annuity tables. By reference 
to an annuity table, the amount of an annuity of one for a specified 
number of periods at a given rate of interest may be determined. 
Thus, the annuity of one for 7 periods at 3 per cent is 7,662462. If it 
is desired to secure the amount of an annuity of $50.00 for 6 periods 
at 3 per cent, this may be found by multiplying $50,00 by the 
amount of an annuity of 1, as follows: 

$50,00 X 7,662462 = $383,1231 

If A equals the amount of an ordinary annuity, n equals the 
number of periods, 7 equals the compound interest, and i equals the 
interest rate, A, the amount, may be found by application of the 
following formula: 


An=I-^i 



348 Modern Practical Accounting — Advanced 

Amount of an Annuity Due. In the case of an ordinary annuity the 
rents or payments are due at the ends of the periods. For this reason 
the last payment earns no interest and no interest is earned after the 
last payment is made. In case of an annuity due, the last payment, 
or rent, is paid at the beginning of the last period. Hence, all the 
payments, including the last, as well as all interest accumulated at 
the beginning of the last period, earn interest for one more period. 
This difference between an annuity due and an ordinary annuity 
makes necessary a slight change in the formula. Whereas the formu- 
la for finding the amount of an ordinary annuity is: 

- 0 

The formula for finding the amount of an annuity due is: 

A„ = (I -ht)X(l + t) 

This amounts to first finding the amount of an ordinary annuity and 
then multiplying this by the ratio of increase which is: 

(1 + 0 

To illustrate, it is required to find the sum to which four equal 
payments of $200.00 each will accumulate one year after the last 
payment is made. In the illustration of the ordinary annuity it was 
found that 4 equal payments of $200.00 each, accumulating at 4 per 
cent, will amount to $849.22 on the day the last payment of $200.00 
is made. The ratio of increase is $1.04. 

$849.22 X $1.04 = $883.26 

To apply the formula the amounts may be substituted as follows: 

An = (.16996256 H- .04) X $1.04 = $4.41632256 

$4.41 632256 is the amount of an annuity due of one for 4 periods 
at 4 per cent. This multiplied by $200.00 gives $883.26, which 
agrees with the amount shown above, secured by multiplying the 
amount at the beginning of the last period by the ratio of increase. 

Present Value of an Annuity. The amount which must be invested 
at a given rate of interest to produce an annuity of a specified 
number of payments is known as the present value of the annuity. 
The amount so invested is increased by interest earned thereon and 
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decreased by the installments paid therefrom. The amount remain- 
ing at the date of the last payment should be exactly equal to the 
last payment. For example, it may be desired to find what sum of 
money invested at 4 per cent per annum will produce 4 annual pay- 
ments of $200.00 each, if the investment is made one year before the 
first payment falls due, One method of determining the amount is to 
compute the present value of each of the 4 payments, and then find 
the sum of these present values. This sum will be the present value 
of the annuity. The procedure is illustrated below; 


Payment Due 

Amount of 
Payment 

Years Interest 
Earned on 
Payment 

Present value 
at 4 per cent 

Dec. 31, 1036 

200.00 

1 

19230769 

Dec. 31, 1937 

20000 

2 

184.91124 

Dec. 31, 1938 

200.00 

3 

177.79926 

Dec. 31, 1939 

. . 200.00 

4 

17096082 

725.97901 


In the foregoing table the computations are made by dividing 
the amount of the first payment by the ratio of increase, which is 
$1.04. The amount thus secured is in turn divided by the ratio of 
increase to find the present value of the second payment and so on. 
These computations are shown below: 

*200.00 T- 1.04 = *192.30769 
*192 30769 1 04 = $184 91124 

*184.91124 1.04 = $!77.79926 

*177.79926 1.04 = *170.96082 

These laborious computations may be avoided by employing 
the following rule to compute the present value of an annuity of one 
for a stated number of periods at a stated rate of interest: divide the 
compound discount on one Jor the stated number of periods at the stated rate of 
interest by the rate of interest. This may be expressed as a formula as 
follows: 

. Pn=D^i 

Substituting in the formula: 

P„ = *29.03918 .04 = *725.979 -h 

Present Value of an Annuity Due. Where the payments are made at 
the beginning of each period, a larger sum must be invested than 
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where the payinents are made at the end of each period. Conse- 
quently, if the present value of an ordinary annuity for a given 
number of periods is known, the present value of an annuity due 
may be computed by multiplying the present value of an ordinary 
annuity for a given number of periods at the given rate by (1 -j-j). 
Thus, if the present value of an ordinary annuity of $200.00 for 4 
periods at 4 per cent Is $725.97901, the present value of an annuity 
due for 4 payments of $200.00 each at 4 per cent per period is com- 
puted as follows; 

1725.97901 X 1.04 = $755.01817 

Sinking Funds. It is sometimes necessary to determine what 
sum must be set aside periodically, to be allowed to accumulate at 
compound interest at a given rale, in order to provide an amount 
sufficient to pay a speciiied principal amount at a .specified future 
date. The payments into the fund, plus the interest accumulations, 
constitute what is usually known as a sinking fund. 

For example, what sum must be set aside at the end of each year, 
for 5 years, to provide for the liquidation of a debt of $1,000.00 at 
the end of the fifth year. Interest is at 4 per cent per annum. 


Ist payment 184.63 

Add iiitereat at 4 per cciu 7.39 

19^2 

2d payment 184.63 

ii'dls 

Add intere.st at 1 per cent 15.07 

m72 

3d payment 184.63 

Add interest at 1 per cent 23.05 

^.40 

4th payment 184.63 

784T03 

Add interest at 4 per cent 31.36 

^.39 

5th payment 184.63 

'i^oo'.w 


The payments into the fund comprise an ordinary annuity, 
since the last payment is made when the $1,000.00 is required for 
payment of the debt. Reference to an annuity table shows the 
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amount of an ordinary annuity of 1, at 4 per cent for 5 periods to be 
5.41632256. Dividing $1,000.00 by 5.41632256 gives $184.63. There- 
fore, if $1 84.63 is invested at the beginning of each, year to accumu- 
late at 4 per cent compound interest, there will be in the fund at the 
beginning of the 5th year, when the last payment of $184.63 is 
made, the sum of $1,000.00, as shown by the preceding computation. 

Average Due Date. The terms of sale determine the due date 
for the transaction in question. Thus, if a merchant sells $100.00 
worth of goods, terms 30 days net, the date when payment must be 
made to avoid interest penalty may be computed by counting 30 
days from the date of sale. Sometimes, it is required to determine the 
date when settlement should be made for two or more items of 
different amounts and having different maturity dates. Assume that 
a merchant makes the following sales to R. A. Lott: 


July 3. 
July 20 
Aug. 7. 


25.00— 30 day: 

10.00 — 30 days 

70.00 — 60 day. 


On what day should Lott make payment to settle for all three 
items in order to avoid interest penalty? 

It is necessary to assume a Joed date. This may be any date, but 
preferably it is the earliest due date, or the latest due date. The 
computation, using the earliest due date, is shown in Fig. 137 . 



Due Date Days 

Amount 

Product 


..... Focal Date 

25.00 


Aug, 2 

77 

10.00 

170.00 


.... 65 

70.00 

4,530.00 

Totals 


105.00 

4,720.00 


S4 720.00-:^ $10.5.00= 45 days ajler the focal date, or Sept. 16. 


Kg. 137 


The method of computation, using the latest due date 
focal date, is shown in Fig. 138. 


Due Date 

Aug. 

Aug. 

Oct. 


Totals V ' i' j . 

$2 105.00^ $103.00=20 days before the focal date. 

Fig. 138 


Days Amount 
65 75.00 

48 10.00 

Focal Date 
Oct. 6 70.00 

105.00 

or September 16. 


as the 


Product 

7,625.00 

480.00 


2,105.0'l 
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Blanket rate of depreciation 78, 94 
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Brenner-Jones Corporation 282, 

283, 286, 287 , 290, 291 

Brokers, notes sold through 313 

Budget, cash 337 

Buehler Ti'ust Company, illustrated. .295 

Building account 135 

Business 

grocery 227 


Business — continued 

jewelry 227 

Business 

organization, modern types of 10 
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Computing valuation, methods of .... 77 

Concepts of value 75 

Conditions, market 160 

Conflicting equities 270 

Conservatism 173 


Consignment-in ,327 

Con.slgnmcnt and installment 

accounting 326-341 

Consignment-out 327 
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of repossessed merchandise 339 

reserve for 57, 104, 115, 236 

Depreciation 

accounting 82 

allowance 116, 152 

charges, excessive 156 

expense 65 

expense account 8 

P°‘''=y sn'iis'si 

reserve au, too, Ju 

Derivation of financial statements .... 50 

Derived and applied funds 228-245 

Determining 

contingent Jiabilities 441 

depreciation charge 95 

Dicksee’V definition of balance sheet. . 50 
Direct liabilities... . . . . i?o 

Directors of corporation. 156, 15b, ] //, oia 

Disadvantages of intercorporate 

control • ■■■■ -li] 

Discount 43, 140, 

^^.'.'.'.■.'.■.'.■.■.'.'■'•':''.'.’-'53V309,’312 
premium and, amortization of. . . - i 0 



358 


Index 


Discount method of valuing goodwill . 87 


Dissolution 

interim payments in 36 

of partnership 13, 32 
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fluctuations 261, 267, 268 

Executors 270 

Exemptions, bankrupt’s 304 
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problems of corporations 120 

Liabilities 51 , 308-325 

accrued 309 

accruing Sl't 

contingent 308, 319 

contingent, determining 321 


currciiL juj iio/j 

308, 317, 320, 325 

current, theory of 308 

deferred 71 

direct 128 

fixed 56, 308, 324 
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